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Our modern industrial civilization owes its existence chiefly 
to two great types of inventions: 

1. The invention of the steam engine and the application of 
steam power to the means of locomotion, making possible the 
evolution of that wonderful, modern highway of commerce, the 
railroad. 

2. The invention of labor-saving agricultural machinery, of 
which the McCormick reaper can be taken as a type, making 
possible the production of our food supply by a smaller propor- 
tion of our population than formerly was possible. 

As progressively a larger number of our population were 
released from the necessity of producing their own subsistence, 
and as the development of transportation facilities permitted the 
food supply to be carried from those by whom it was produced, 
to those who were thus permitted to direct their activities toward 
the production of things other than the mere necessities of life, 
these latter gradually grouped themselves together for easier 
co-operative effort, and evolved our modern industrial center, the 
city. This industrial evolution has given rise to many new po- 
litical and economic problems, some of them calling for a high 
order of intelligence and patriotism for their proper solution. 

These, however, are outside the scope of the present address 
and attention need be called to only one of these problems, viz., 
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that the growth and concentration of population, and the won- 
derful development of transportation facilities that have charac- 
terized our progress during modern times, have materially in- 
creased the keenness of competition, reducing the margin of profit 
to the narrowest point and thus making imperative the most 
careful methods in handling the details of production and dis- 
tribution. 

The selling price of an article which is not the subject of an 
absolute monopoly is largely determined by the competition of the 
market, and therefore, to that extent, it is beyond the control of 
the manufacturer. Its cost, however, is determined by an intelli- 
gent manipulation of the contributing factors and hence is largely 
within his control. 

The elements of cost are: 

1. The raw materials entering into the product in any given 

case. 

2. The direct labor cost expended in its production. 

3. The factory burden or overhead and indirect expenses. 

4. The cost of disposing of the finished product or the selling 

expenses. 

These four factors are all variable factors (some of them 
much more variable than others), and they largely depend upon 
the wisdom and intelligence with which their combination is 
directed ; upon the limitations of the capital employed; and upon 
the relation of the marketable output to the time and effort 
employed in its production and distribution. These conditions are 
all more or less capable of being controlled. 

In any given case each of these factors bears a certain rela- 
tion to each of the others and to the whole cost, and the mere 
alteration in a wisely directed change in the relation of the 
factors to each other, frequently measures the difference between 
profit and loss. 

When a factory is being operated at a profit, under existing 
costs of material, labor and administration, that profit may be 
greatly increased if the output of the factory can be enlarged 
without a proportionate swelling of the cost of administration. 
In other words, if the quantity of finished product be increased 
at the expense only of cost for additional material and productive 
labor, at existing rates, but without increase in the outlay for 
heat, light, power, taxes, insurance, interest on the capital, un- 
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productive labor, superintendence, and the other charges that 
enter into the cost of conducting a business, the rate of net 
profit per unit of output is increased, in proportion to the per- 
centage of increase in the factory production. 

This increase in output beyond the normal is, to the factory, 
what the “strap-hanger” is to the traction line—a source of 
pure net profit—‘velvet,” as it were—and to secure it to the 
maximum of capacity is the aim of the wide-awake manufacturer. 
To the manufacturer who is confronted by the apparent necessity 
of either reducing wages or advancing prices—who is in the 
situation colloquially expressed by the phrase “between the devil 
and the deep sea”—there may remain this safe “side-step” of 
increasing output without correspondingly increasing overhead 
expense. 

It is, in fact, the ultimate purpose of producing this increase 
in output without proportionately increasing overhead expense, 
which has given rise to all piece-work, differential, bonus, and 
premium wage systems; that has inspired investment in auto- 
matic machinery, and is the moving force behind the thousand 
and one labor saving devices that occupy the attention of inven- 
tive genius the world over. 


The manufacturer who cuts wages or piece-rates may or 
may not be wise, and he may or may not be fair; in any event, 
he lays himself open to adverse criticism and direct opposition ; 
and so it is with the manufacturer who advances selling prices. 
No thoughtful person, however, can criticise the manufacturer 
who requires a maximum capacity output and who pays for 
material and labor in proportion. 


Parenthetically, it may also be observedythat there is no such 
direct relation between day rates of wages and cost of production 
as is sometimes assumed in current discussion (especially in dis- 
cussion upon the ever present tariff question). It is not the 
day rate of wage which counts, but the rate of wage per unit 
of product, and it is entirely possible to attain an increase in 
profit even through an increase in the unit rate, if such increase 
can be effected coincident with a change in the relation of the 
fixed overhead to the factory output. 


What then, is the guide to this safe and profitable result? 
There is only one. Accurate information as to. what constitutes 
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maximum output, for each man, for each machine unit, and for 
the factory as a whole. 

This knowledge can be gained only through correct measure- 
ment of the material, and equally correct measurement of the 
amount of labor invested in each piece of product at each stage 
of manufacture, and through a scientific and logical distribu- 
tion of overhead expense to each “unit of product” toward which 
this “prime cost” investment has been made. 

This proper measurement of material, labor and overhead 
expense constitutes the true function of a cost system, and is 
the only foundation upon which can be built a permanently profit- 
able business in any competitive industry. 

Such accurate knowledge, obtained only through systematic 
and correct accounting, lies at the base of all so-called efficiency 
engineering and studies in “scientific management.” 

That manufacturer who does not know, beyond all guess 
work, what his product costs—step by step and operation by 
operation—is in no position to decide intelligently upon selling 
prices, wage rates, the merits or demerits of machines which 
purport to cheapen his labor processes, the comparative value 
of his workmen as producers, the efficiency of his foremen, or, 
finally, to judge what ratio the normal output of his factory bears 
to that maximum production which, beyond a certain point, is 
all net profit. 

Within the limits imposed by this address, an amplification 
and extended discussion of this proposition cannot, of course, 
be attempted and a mere statement of these fundamental prin- 
ciples will, therefore, have to suffice for present purposes. 

In the absence of accurate knowledge concerning the inter- 
relation of these factors determining cost, and their relation to 
selling price, and in the absence of accurate means of comparison 
of the results attained by experimentation and under varying 
methods and policies, resorted to for the purpose of controlling 
their combination in the interest of the largest margin of profit, 
the directing management of the business is, of course, entirely 
without rudder or compass in steering the course of the enter- 
prise. 

Mr. Harrington Emerson, whose testimony before the Inter- 
state Commerce Commission in the railroad rate cases excited 
so much attention, and who has become so widely known as one 


146 


Accounting as Basis for and Measure of Efficiency in Business 


of the leading exponents of scientific management and as a 
pioneer in studies of production efficiency, makes the statement 
that he has visited factories in all parts of the United States, 
Europe and Asia, and the rarest thing he found was a system 
of accounting from which correct, reliable and immediate records 
could be obtained. 

It will readily be appreciated, therefore, that intelligent econ- 
omy of time and effort is the keynote of success in the operation 
of the daily transactions, not only of the immense corporations of 
the country, where even a fraction of a cent in some detail will 
run up to thousands of dollars in the aggregate, but also of 
moderate sized as well as small business enterprises. 

To bring about this economy of time and effort, and thus 
form the basis for increased profits, it is necessary that nothing 
bearing upon the cost of the finished product shall be neglected ; 
that no department shall exist at the expense of the rest of the 
establishment without the management being thoroughly con- 
versant with the reason for its so existing; that there shall be 
a definite knowledge of the relation to each other of all of the 
factors of earnings and costs, and their relation to net earnings, 
in each department; that all overhead charges shall be included 
in figuring cost—in a word, it is necessary that thoroughly accu- 
rate, systematic methods shall prevail everywhere, and that no 
detail, however small, shall be overlooked. 

The securing of these systematic time and labor saving 
methods in modern business has, particularly of late years, en- 
gaged the most careful and painstaking attention of business 
men, with the result that a number of entirely new professions 
have been developed. Expert accountants, systematizers, pro- 
duction and efficiency engineers have been called upon to devote 
their technical knowledge, experience and skill to placing upon 
a scientific and practical working basis and reducing to a matter 
of routine the daily problems of modern business. 


How well they are succeeding is best evidenced by the general 
increase in present day business efficiency, by the elimination of 
vast amounts of waste, and especially by the fact that, from 
one end of the country to the other, business men, in every line 
of industry large and small, are employing the services of the 
professional accountant and expert systematizer to assist them 
in introducing absolute accuracy into every detail of work, and 
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in placing their entire establishments upon a permanent basis for 
making profits by saving them. 

It is a truth needing little emphasis that accuracy in the re- 
cording of the data upon which the management must base its 
program for the effective control of the business, is, under all 
circumstances, an absolute necessity in the accounting department 
of any business. Errors, even though small in themselves at 
the start, especially if they be errors in principle, grow with 
startling rapidity as they are carried forward and frequently 
result in serious loss before being discovered and remedied. 

In this connection, the services of a competent public account- 
ant who regularly inspects the books of an establishment are 
indispensable, for, not only will it thus be made impossible for 
errors of principle and of detail to pass undetected, but, in addi- 
tion thereto, the auditor, by reason of his knowledge and wide 
experience, is frequently able to suggest ways of simplifying 
existing methods, and thus time, labor and money are saved and 
general efficiency increased. 

The gain to a business of any character which makes a prac- 
tice of systematic, periodical audits, is far from being limited 
to a review of the integrity of those serving it in a trust capacity 
and to the ensuring of accuracy, valuable as that is. The excellent 
moral effect of such a policy, both inside and outside of the 
establishment, is impossible to overestimate. Trusted and valu- 
able employees are not subjected to the temptation which an 
unaudited accounting record always affords, and the effect upon 
the discipline of the organization, the favorable sentiment created 
among stockholders, and, where the enterprise is of a public 
character, its effect upon the general public, is of inestimable 
value. Confidence is created and maintained, desirable publicity 
of the most profitable kind secured, and a helpful spirit of co- 
operation is engendered among all those concerned in the welfare 
of the institution. 

An excellent proof of this is seen in the rapidly spreading 
practice among banks throughout the country of advertising 
broadcast the fact that independent auditors are regularly em- 
ployed to examine into and report upon every detail of their 
business. The investing, as well as the general public, has learned 
to distrust secrecy in business, and rightfully insists upon facts 
and figures before it extends its patronage. 
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Montgomery, the author of the best American work on audit- 
ing, says: “The value of the publicity of audited accounts 
cannot be overestimated. In a general way all corporations are 
believed to be making unreasonable profits, particularly all cor- 
porations which in any way attempt to serve the public. 

“For instance, in New York City, the taxicab companies have 
been attacked in the newspapers and one ordinance after another 
has been passed regulating fares, all, of course, reducing them. 
During the last four or five years at least two million of dollars 
have been lost by three or four of these companies. During this 
time they have not made periodical statements to their stock- 
holders nor to the public, setting forth these losses and the 
reasons therefor. For some mysterious reason publicity has 
been shunned. 

“Tt is about as certain as anything can be that if certified 
statements of operations had been secured and sent to the news- 
papers annually, commencing, say, four years ago, a far different 
state of public opinion would have resulted. 

“Corporations which are secretive about their accounts, or 
which issue statements not certified to, have only themselves to 
blame if they are made the victims of hostile legislation.” 

In the everyday details of office routine, it very often happens 
that a business house will coiduct its affairs along lines which, 
almost imperceptibly, yet very surely, have become superannuated 
and, therefore, wasteful in many ways. The management may 
be, indeed often is, wholly unaware of the fact that its methods 
need a thorough revision, and the result is that, instead of steadily 
advancing, the business will drag along year after year, barely 
paying expenses, or, at most, making but a small fraction of the 
profit that should be earned. 

Then, too, it must be remembered that “the world do move.” 
The day of personal, individualistic management is passing and 
an era of organized and cooperative management is at hand. The 
conditions of factory management have changed and the strenu- 
ous, individual type, shackled to precedent, unable to follow the 
trend of modern change, adheres to customs, methods and prac- 
tices which have become obsolete and his concern drifts to 
decay and industrial death. There is an involuntary aversion 
toward relinquishing those former customs and methods under 
which success by its founders was achieved, but as Emerson ob- 
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serves: “Concerns which adhere to primitive types are fore- 
doomed to death. They rarely outlive the original founder. It 
is almost a miracle of succession if able individuals are found 
to direct them.” 

There is a decided difference between strenuousness and effi- 
ciency, although frequently the former is mistaken for the latter. 
Strenuousness means the expenditure of greatly increased effort 
for a correspondingly small increase in results. Efficiency means 
the obtaining of greatly increased results for the expenditure 
of a lessened effort. 

Efficiency management differs from strenuous management in 
that it subordinates both individuals and system to broad general 
principles. Many managers fail to place a sufficient value upon 
system, and do not accord to it the importance it deserves. As 
a consequence, their foremen and workmen are not afforded the 
opportunity to be at their best and accomplish the greatest results. 

Strenuousness is often an excellent quality. It enables one 
to set rational standards, with generally one-half the speed 
of extreme effort or, perhaps, a little better. But when this 
otherwise commendable quality is applied to certain subjects, say 
for instance, to the determination of rates for awarding and 
payment of premium wages, it can work greatly to one’s detri- 
ment. It is precisely in such cases of wrong adjustment, regard- 
less of whether or not conditions have become acute, that the 
skillful systematizer is able, by expert analysis, to detect the 
trouble and to install up-to-date methods and devices, which 
immediately have the effect of putting new life into all depart- 
ments of the business, increasing profits and generally improving 
conditions from end to end. And, a very important feature of 
these improvements they are, almost invariably, accompanied by 
a material reduction in operating expenses, so that the outlay 
involved in the readjustment is soon repaid many times over. 

The exceedingly rapid growth of many concerns is often re- 
sponsible for the adoption of methods economically unsound, yet 
seemingly unavoidable under stress of circumstances. Such 
methods, perhaps intended to be temporary, gradually become 
part of the daily routine, resulting in definite and increasing, 
though by no means readily noticeable, loss. 

Similar loss is frequently caused by inadequate or incomplete 
knowledge of the details of the cost of production and distribu- 
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tion, with the result that prices are made or contracts closed with 
what may seem a very fair margin of profit, but which, when 
completed, bring the balance on the wrong side of the ledger. 

Such adverse conditions and many others of more or less 
similar character, involving serious loss, find their remedy in the 
installation of manufacturing cost, of factory, office and other 
accounting systems, by means of which the management of a 
business is enabled to secure at all times, and without delay, a 
comprehensive, yet concise and thoroughly clear, statement of 
every detail that enters into the cost of production and distribu- 
tion of the articles produced. Thus, in quoting prices, it is 
possible to know exactly how low a bid can be made, and thereby 
avoid the ruinous policy of accepting work just to secure a con- 
tract, without regard to whether a reasonable amount of profit 
is made thereon. 

The modern true cost finding and cause exhibiting systems of 
accounting are scientific achievements, born during the last decade, 
and filling a long felt want by supplying the measurements and 
other data calculated to promote the practice of economies. 
These systems must not be confounded with the cumbrous, so- 
called cost systems of fifteen or twenty years ago, with their far- 
fetched schemes of percentage or “blanket” methods of burden 
distribution; they are as different from these as is a modern 
steam engine from its original Stephenson prototype. The past 
decade has witnessed important advances in many lines, but 
possibly none of greater importance than in the science of cost 
accounting. 


Proprietors and managers have long wanted exact knowledge 
of the cost of their output and have realized the great advantage 
of the cost of their output and have realized the great adventage 
will admit (if they are honest about it) that they really do not 
know anything certain about their costs. Many self-styled “ex- 
pert cost accountants,” with their “ready to wear,” “fitted to 
any plant” cost systems, have taken advantage of this condition 
of affairs, have reaped a harvest for themselves and their em- 
ployers, and have left their clients in a worse state of confusion 
than they were before on the subject of costs. There is no such 
thing as a ready-made cost system. Each plant, even in the same 
line of business, has its individual peculiarities and requirements 
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and calls for individual study and organization in adapting to it 
the system fitted for its needs. 

The public point of view toward the professional accountant, 
at the present time, was well expressed in a recent article by 
Frank W. Main,* who said, inter alia: 

“That there is much confusion in the popular mind as to the 
real work of the accountant and as to the very important service 
which he is rendering in the business world, is not at all sur- 
prising. 

“In the first place, jobless bookkeepers without number, aud- 
itors of individual companies, seeing other fields of advancement 
closed, and cost clerks, certain that their grasp of the one particu- 
lar business with which they are familiar has given them a grasp 
of all businesses and a knowledge of all manufacturing problems, 
have started out in the professional field as full-fledged auditors, 
accountants, systematizers, and business experts, when, if expe- 
rienced at all, their experience is confined to but one limited 
business. In some cases, at least, these “auditors” have about 
the same right to be known as professional accountants as a 
hospital orderly would have to palm himself off as a skilled physi- 
cian. The initial work which usually falls to the lot of the self- 
styled accountant on his first incursion into the professional field 
is usually in a line of business somewhat of the same nature 
as the one he has recently left. With the nerve which was 
necessary to start out in business for himself, and with his prac- 
tical experience in that particular line, he is often able to render 
valuable service to his clients. As time goes on, however, and 
his business is extended into other lines, his difficulties increase; 
for unconsciously the effort is made to conform all business to 
the methods and the systems of the one concern with which he 
was most familiar. As a result, ludicrous situations usually arise, 
and the usual experience is that after heroic efforts of a few years 
he is glad to accept some permanent position at an assured salary 
with an established concern. 

“In his trail, however, are usually left scores of business 
men with the well-grounded belief that their own bookkeepers 
know all that any professional accountant does, and with the con- 
viction that the paying to the accountant of the fees which he 


* Saturday Evening Post, July 26, 1912. 
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demands is only foolishness, as they are certain that the same 
services can be as well rendered by their own employees. 

“The second cause of confusion as to the real service which 
is being rendered by the professional accountant is the impres- 
sion created by some auditing companies, with their more or 
less prominent boards of directors, that auditing, accounting, and 
systematizing constitute purely and solely a business; and that 
contracts for such work should be very largely placed in the 
same way that a contract for painting or brick work would be, 
namely, to the lowest bidder.” 

However, a satisfactory manufacturing cost system, in addi- 
tion to showing whether a business undertaking is profitable and 
affording a basis for fixing selling prices should, above every- 
thing else, furnish such clear, precise and comprehensive informa- 
tion as will enable the executive officer to obtain, upon short 
notice, the facts and data necessary to inform his administrative 
judgment and guide him in intelligently planning and carrying 
out his administrative and selling policies. 

A properly designed manufacturing cost system enables the 
business manager: 

(a) To determine which lines of production or merchandise 
are profitable and which are unprofitable, so that steps may be 
taken to increase the production and sale of such lines as are 
profitable, and to reduce or eliminate altogether the unprofitable 
lines. 

(b) To decide intelligently and accurately the basis upon 
which commissions or salaries can be paid to salesmen or agents 
upon the various lines, and to what extent, if any, extra com- 
missions can profitably be paid for sales exceeding a certain 
fixed amount. 

(c) To reduce costs, either through direct reduction, or 
through a readjustment of the elements composing cost, or 
through an increase of production. 

(d) To discover leaks and thus stop all unnecessary waste 
or extravagance. 

(e) To develop the highest type of productive efficiency, by 
discovering and strengthening the weak points and harmonizing 
the work of the various departments or operating groups. 


(f) To estimate the relative efficiency of managers by com- 
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paring the net results of their administration; thus the manager 
whose cost of production is, say $10 per unit, is obviously less 
efficient than the manager or foreman who, under similar condi- 
tions, obtains a production cost of $8 per unit. 

(g) To compare the similar work of superintendents, fore- 
men, operatives, machines or other “centers” of production. 

(h) To distribute, correctly and scientifically, the depart- 
mental and general overhead expenses, the failure to do which 
so frequently characterizes many so-called cost systems and leads 
to the adoption of dangerous, and often fatal, administrative 
and selling policies. 

(i) To maintain continuously “perpetual inventory” records, 
enabling the same accurate accounting for merchandise that is 
now required for cash, and making possible the determination 
of the financial position of the enterprise at all times. 

(7) So to relate the perpetual inventory records to the rec- 
ords and activities of the purchasing department, as to increase 
general efficiency by preventing the necessity for emergency pur- 
chases, enabling the easy maintenance of a proper balance of 
materials and supplies carried in stock, by facilitating the buy- 
ing in such quantities and at such times as to obtain the greatest 
advantage from the state of the market, from discounts, and 
so forth. 

(k) To determine whether it be cheaper to buy or manu- 
ture incidental parts forming an integral part of the factory 
output. 

(1) To compare costs in general and in detail the costs of 
one period with those of another, and to arrive at a clear under- 
standing of the exact reason for such variations as exist. 

(m) To compare actual costs with estimated or predeter- 
mined costs. The tendency of modern productive methods is 
toward standardization. It being possible to arrive at definite 
standards, a comparison of actual costs with such standard costs 
determines the percentage of inefficiency. 

(n) Finally, any cost system to be dependable, must be in- 
tegrally related to, and controlled by, the financial books of ac- 
count. 

The foregoing are some of the advantages to be derived from 
a comprehensive, modern system of cost finding and efficiency 
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records under which, regularly and automatically, the informa- 
tion passes in review before the executive in command of the 
business or any of its departments. 

The general manager, upon whose shoulders rests the final 
responsibilitiy for the success or failure of a business, should 
always be in a position to place his finger upon the pulse 
of the entire organization, and detect instantly any need that 
may exist for alteration or improvement in methods, and to know 
exactly where to apply the remedy. The day has gone by when 
by mere visual observation, the factory manager could see what 
was going on inside the various departments of the factory, and 
upon the basis of such physical outlook only efficiently manage 
the same. He requires a more accurate and better perspective 
than can be obtained by mere ocular observation, and all this 
can be accomplished with certainty, economy and dispatch when 
the daily routine of a business has been intelligently and accu- 
rately systematized. 


Many manufacturers realize the importance of this subject, 
but hesitate to take any definite action through a vague fear of 
encumbering their establishment with red tape, interfering with 
their productive effectiveness during the installation of a new 
system, and above all of incurring the “heavy expense” of devis- 
ing and installing a manufacturing cost system. 


Others, while well aware of the fact that the existing system 
is deficient, in that it fails to furnish them much of the informa- 
tion enumerated above, yet are deterred by this same fear of 
“heavy expense” from taking steps to revise it or to replace it 
in its entirety with a modern system constructed along lines of 
absolute accuracy and effectiveness. 


Less consideration, however, would be given to this matter of 
expense did the manufacturers realize that the resulting econo- 
mies, in nearly every instance, would in a very short time 
more than repay the entire cost of devising, installing and operat- 
ing an intelligently designed cost system. It has truthfully been 
said that more companies are bankrupted by too much business 
than by too little. Such an indictment of modern methods could 
never be justified if the average business man made certain, in 
quoting prices, that there be included, not merely the main items 
of cost, with a rough guess for extras, but a definite and intelli- 
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gent allowance, based on accurate knowledge, for the indirect 
expense of each and every department as well as the proper 
proportion of general overhead charges, such as rent, light, heat, 
insurance, interest, taxes, depreciation and numerous other items, 
all of which have to be paid before profits can be assured. 

All of the foregoing, of course, applies not only to a manu- 
facturing business but also with equal, and in some respects 
greater, force to a purely mercantile or trading business. The 
problems of cost, though less complex, are nevertheless exactly 
the same in principle, while the competition of the market, affect- 
ing the selling price, is usually much keener. 

The public accountant and expert systematizer, by reason 
of his broad experience and knowledge gained in many branches 
of industry, is able to be of practical value in such cases, and 
many concerns have been rejuvenated and have started out with 
a new lease of life as a result of the time and money saving 
methods installed, and the counsel and advice furnished by cer- 
tified public accountants. 

The importance of the work of the public accountant is be- 
ginning to be generally recognized. In this country, where 
methods of business in the past necessarily had to adjust them- 
selves, somehow, to rapidly changing conditions, the official, legal, 
recognition of the certified public accountant is comparatively 
recent, dating back only about fifteen years. The state of New 
York was the first to take action, but at the present time the 
degree of Certified Public Accountant, the American equivalent 
of the English Chartered Accountant, has been given legal rec- 
ognition in some twenty-five states. His professional standing 
in Europe, however, dates back considerably over half a century. 

The certified public accountant occupies a distinct and im- 
portant position in the economy of modern business. His ability 
to furnish those engaged in commercial enterprises with a strictly 
accurate perspective of their affairs is of the utmost importance 
in eliminating waste and in directing effort and the value of this 
assistance is being recognized more and more widely every day. 


Enforcement of By-Laws* 


By Tuomas ConyNcToNn 
Member of the New York Bar 
Third Article 
MANpaTorY AND Directory By-Laws 


As to observance and enforcement, by-laws may be classified 
into those that are mandatory or imperative, and those that are 
merely directory or declaratory. 

A mandatory by-law is one which instructs or prescribes 
how or when some act shall be performed, and the non-observ- 
ance of this procedure renders the act void. A directory by-law, 
on the other hand, prescribes how or when certain things shall 
be done, but the mere fact that they are not done in that man- 
ner or at that time does not render them void. 

Thus a by-law directing the stockholders’ annual meeting to 
be held on a specified day is mandatory, and if the meeting 
were held on another day—unless in accordance with other 
legalizing by-law or statutory provisions—its proceedings would 
be wholly void. But a by-law prescribing the order of business 
at a stockholders’ annual meeting is merely directory, and if 
not observed does not render the proceedings void. 


Other examples of mandatory by-laws are those prescribing 
the manner in which special meetings must be called and notified 
to the stockholders; providing the method of appointing stand- 
ing committees, and fixing the quorum at stockholders’ and di- 
rectors’ meetings, when this can be legally done in the by-laws. 


Examples of directory by-laws are those prescribing the 
method of issuing stock, how money shall be deposited, the form 
of the corporate seal, and the like. The violation of by-laws of 
this nature may perhaps subject the offending corporate official 
or officials to a penalty or to removal but does not invalidate the 
action. The principle is the same as applies to statutory or 
charter provisions. Thus, “The breach or neglect of such pro- 
visions of law, although only directory in their character, may 


* The last of three articles by Mr. Conyngton, covering the nature, adoption 
and enforcement of by-laws. Sustaining citations are omitted. 
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render officers personally liable for neglect of duty or subject the 
corporation to proceedings on the part of the government for dis- 
regard of the requisitions of its charter, but it does not impair 
the validity of its recorded acts so far as to affect the rights of 
third parties.” 

The distinction is pointed out in an early Arkansas case: 
“One of the criterions by which to determine whether the re- 
quirements of a statute are imperative or merely directory is 
that those acts which are of the essence of the thing required are 
imperative, while those which are not of the essence, are direc- 
tory. The case before us is an apt illustration of the rule. The 
giving of sixty days’ notice is imperative, and must be strictly 
complied with because it is of the essence of the thing to be 
done—the mode of doing so is directory, because not of the es- 
sence, and may be either by publication in the manner prescribed 
by the charter or by actual personal notice.” 

An illustrative case is that of Warner v. Mower, 11 Vt., 385 
(1839), in which referring to the notice for annual meeting al- 
leged to be necessary it was said: “But if such a provision in 
the statutes of the corporation, in relation to the annual meeting, 
had been found in express terms, it should still receive the same 
construction which similar provisions do in legislative statutes. 
When the statute is merely directory—i. e., directs the manner 
of doing a thing, and is not of the essence of the authority for 
doing it—a compliance with its requisitions is never considered 
essential to the validity of the proceedings, unless such is the evi- 
dent or expressed intention of the legislature.” 

Provisions as to publication of notices of assessments or 
calls on stock are usually mandatory, and conformity with the 
statute or by-law is a condition precedent to enforcement of 
such assessments or calls by suit. 

A by-law requiring that directors be chosen at the annual 
meeting is merely directory and does not imply that an election 
of directors held subsequently would be void. 


Force oF By-LAws 


Theoretically by-laws are the means through which the stock- 
holders or members give their instructions for the management 
of the corporation, and prescribe limitations under which this 
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management is to be exercised. This theory is completely over- 
turned in those states, like Illinois and Kentucky, where the di- 
rectors have the sole power to make by-laws, but even here the 
officers and directors are bound to obey the requirements of the 
directors’ by-laws, and in case the directors make improper by- 
laws or fail to make those desirable or necessary for the con- 
trol of the corporation, the delinquent officials can always be re- 
placed at the next election with directors more amenable to the 
demands of equity. 

As stated, it is the duty of directors and officers of cor- 
porations to obey its legal by-laws. Usually in the ordinary 
business corporation the by-laws do not impose any positive duty 
upon the individual stockholder, but in the few cases in which 
they do, the duty must be performed. 

In the various non-stock corporations more positive duties 
are imposed on members. By-laws prescribing the payment of 
dues, the payment of premiums in mutual insurance companies, 
the prohibitions of immoral conduct in various secret organiza- 
tions and religious bodies, and even the actual control of busi- 
ness relations with other societies, have been sustained. 


PENALTIES FOR VIOLATION OF By-LAws. StTocK CORPORATIONS 


In some states, as New Jersey and California, the statutes 
permit a stock corporation to impose direct penalties for viola- 
tion of by-law provisions. In New Jersey, Michigan, North 
Carolina, Pennsylvania, Rhode Island, Wisconsin and New Mex- 
ico these must not exceed $20. In California, Montana, Idaho, 
North Dakota, Oklahoma and South Dakota the limit is $100. 
Where there is no statutory authority for fines it does not ap- 
pear that stock corporations can legally impose such penalties or 
collect such penalties if imposed. 

In Monroe Dairy Assn. v. Webb, 40 App. Div. (N. Y.), 49 
(1889), the court said: 

“Despite the reiteration in text books and in many judicial 
opinions of the statement that corporations have the implied 
power to impose pecuniary fines for the violation of their by- 
laws, which may be enforced in an action for debt, we are very 
much inclined to question the authority of any private corpora- 
tion in this state, or at least of any private stock corporation, 
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without express legislative authority, to impose fines for the 
violation of its by-laws for which the incorporator may be sued 
and ameérced in his property. In England, where our laws on 
the subject originated, corporations, as a rule, were municipal. 
When private, such as trade guilds, they were invested with no 
small share of governmental powers. Business corporations 
formed solely for pecuniary profits, which constitute the great 
majority of corporations in this country, were not corporations 
in England, but merely joint stock companies. 

“It is said by Mr. Morawetz, Private Corporations, § 491: 
‘The term “By-law” was originally applied to the law and ordi- 
nances enacted by public or municipal corporations. The dif- 
ference between a by-law of a private company and a law 
enacted by a municipality is wide and obvious. The former 
is merely a rule prescribed by the majority, under authority of 
the other members, for the regulation and management of their 
joint affairs. A by-law of a municipal corporation is a local 
law, enacted by public officers, by virtue of legislative powers 
delegated to them by the state.” In the matter of Long Island 
Railroad Co. (19 Wend., 37) it was held that an incorporated 
company had not the power to enact a by-law subjecting stock 
to forfeiture on account of the non-payment of installments due 
thereon without express legislative authority. In corporations 
or associations which possess the power of expelling their mem- 
bers for breach of their duty to the corporation, or for miscon- 
duct as corporators, the corporation may doubtless provide rea- 
sonable fines for such misconduct, the payment of which can 
be enforced by expulsion of the member who fails to pay his 
fine. But I fail to find a reported case in this country where re- 
covery has been had for a fine imposed by a by-law of a private 
corporation.” 

In Thomas v. M. M. P. Union, 121 N. Y., 45 (1890), the 
court said in reference to the imposition of fines by a member- 
ship corporation, “No process is provided by which the corpora- 
tion can collect them, and then payment, if made at all, must 
necessarily be by the voluntary action of the plaintiff.” 

Nor may the ordinary corporation enforce its by-law by ex- 
pulsion or forfeiture, for the rule is that corporations organ- 
ized for gain have no power of expulsion or forfeiture unless 
granted by charter or statute. 
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PENALTIES FOR VIOLATION OF By-LAWs: MEMBERSHIP Cor- 
PORATIONS 


If such power is given in their charters, constitutions or by- 
laws, membership corporations and voluntary associations have 
power to expel contumacious members for proper cause or to 
fine them and then suspend them until payment is made. 


In Monroe Dairy Assn. v. Webb, 40 App. Div. (N. Y.), 49 
(1899), already quoted from, the court said further: 

“The respondent relies largely on the authority of Matthews 
v. Associated Press (136 N. Y., 333). There it was held that 
a by-law of the corporation prohibiting its members from re- 
ceiving the news dispatches of other news associations covering 
a like territory, and providing that for an infraction of the by- 
laws the members should be suspended from the rights and privi- 
leges of the association, was valid. The case is not in point. 
The corporation there was of a different character from the 
plaintiff. In corporations or voluntary associations, such as 
clubs, stock or mercantile exchanges, benevolent institutions, 
medical societies, and the like, there exists a personal duty on 
the part of the member to conduct himself, in matters under the 
cognizance of the corporation, in compliance with its rules. In 
corporations of this character the power of amotion exists, and 
a member may be expelled for a violation of the rules of the cor- 
poration, or even for an offense which has no immediate rela- 
tion to the corporate character of the party, but is of so in- 
famous a nature as to render the offender unfit to associate with 
other members. In all corporations, however, of this class, there 
is a personal and corporate duty from the member to the cor- 
poration, while in mere trading or business corporations, having 
capital stock, there is, as already stated, no greater duty rest- 
ing upon a member than to pay for the stock for which he has 
subscribed. Even for a failure to comply with this duty, we have 
seen that his stock can not be forfeited and he expelled from the 
corporation, except where express statutory authority is given. 
‘With regard to what are called joint-stock incorporated com- 
panies, or, indeed, any corporations owning property, it can not 
be pretended that a member can be expelled, and thus deprived 
of his interest in the stock or general fund, in any case by a 
majority of the corporators, unless such power has been ex- 


161 


| 
| 
4 
A 
: 
Z 


The Journal of Accountancy 


pressly conferred by the charter.’ If the learned authors by the 
expression, ‘any corporations owning property,’ intended to in- 
clude clubs, exchanges, and similar organizations which may own 
property but have no share stock, the text does not give correctly 
the law of this state in that respect. But, in other respects, it 
is an accurate statement of the law. The case cited recognizes 
the distinction between trading and other corporations. A man 
might commit the most heinous crime, and it would hardly be 
claimed that thereby he forfeited his bank stock or railroad 
stock.” 

It must be noted, however, that unless authority for the 
expulsion of a member is found in the law of the society, 1. ¢., 
its charter, constitution or by-laws, or the statute under which 
it is organized, such power does not exist. Also it is essential to 
the exercise of such power that the offending member be noti- 
fied, that charges be formally preferred against him, and he be 
heard in his own defense. If the accused refuses to appear when 
duly summoned before the proper tribunal of the corporation, 
he may then be expelled for contempt. If, however, the member 
is expelled without an opportunity to be heard or a fair trial, 
his expulsion is of no effect and injunction will lie to prevent ex- 
pulsion, or a written mandamus will be granted for his reinstate- 
ment. 

There is a distinction to be drawn between cases where prop- 
erty rights or money demands are in question and in which the 
rights of the individual are based upon the nature of his con- 
tract with the corporation, and those other cases in which it 
is only sought to discipline the member for conduct subversive 
of the objects of the organization or contrary to good morals. 
In cases involving improper conduct the courts are slow to inter- 
fere and when their aid is asked it must be shown that (1) the 
rules of the organization are against natural justice, or (2) that 
the attempted discipline does not conform to the rules of the 
organization or that there is manifest mala fides, or (3) that 
there has been no hearing, or (4) that the member has not ex- 
hausted his remedies within the society. 


When fines are imposed as for default in paying dues, assess- 
ments or installments on shares in building associations, the fines 
so imposed must be reasonable. In Endlich on Building Associa- 
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tions (§ 425), the author says: “The proper measure of fines 
is the real damage the Building Association sustains from the 
failure of a member to pay his dues, which damage is really equal 
to interest upon the amount, together with the proportion com- 
ing to it from the then obtainable premiums upon the sale of 
money. The fine should be slightly in excess of this, so as to 
make it more profitable to members to pay promptly than to lag 
behind. A fine of from one to two per cent a month would 
in nearly all cases be sufficient and just.” Such a fine certainly 
could not be deemed unreasonable. 


VIOLATION OF By-LAWsS BY OFFICERS 


An officer who of his own motion violates a by-law (1) is 
liable for any damage resulting to the corporation or to any 
stockholder as a consequence of such breach; and (2) renders 
himself liable to amotion or removal by action of the board of 
directors. 

If damages are sought, the liability of the officer in fault 
must be determined by the usual legal means of suit in a court 
of law. If it is sought to remove the offender, charges must be 
preferred, he must have due notice thereon, and be given oppor- 
tunity to answer them and to defend himself before he may be 
removed. 

In New York by statutory provision it is provided that any 
officer may be removed at pleasure by the board of directors. 
Elsewhere a similar provision is frequently inserted in the by- 
laws. While this power on the part of the board is liable to 
abuse, it not infrequently saves much difficulty. 

A difficult situation sometimes arises where the board of 
directors instructs an officer to do something which he considers 
forbidden or otherwise ordered by the by-laws. Generally the 
officer is perforce compelled to accept the board’s construction of 
the by-law provision, even against his own belief. Though he 
may be right he is not usually in a position to assert his judg- 
ment. He must either obey or resign. 


VIOLATION OF By-LAws BY DrrREcTorRS 


A single director as such has no authority in corporate mat- 
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ters and therefore cannot in his capacity as a director violate the 
by-laws, except by neglecting to give such measure of care and 
attention to the corporate business as the by-laws may prescribe. 
As a board, directors very frequently override the by-laws. In 
such event any dissenting director or directors should protest 
against the violation of the by-laws and ask that such dissent be 
recorded on the minutes. By so doing they may avoid any per- 
sonal liability in the matter. 

Those voting in favor of a violation of the by-laws or ac- 
quiescing in neglect to enforce by-laws, make themselves liable 
to the corporation for all damages resulting from such action. 
If the corporation becomes insolvent through such action or 
failure to act, the receiver can recover from the directors at 
fault. But if stockholders acquiesce in long continued viola- 
tion of, or omission to observe, by-laws on the part of directors, 
usage will operate to repeal the by-law and it has been held that 
in such case the directors cannot be held liable for the conse- 
quence of such action or omission. 

If no loss results from action contrary to the by-laws, the 
directors are not likely to suffer any penalty for such violation. 
Naturally the board of directors composed of the offenders or 
dominated by them, will not call such offenders to account, and 
almost the only remedy the stockholders have in such cases is 
to replace the offending directors at the next annual election. 

Stockholders may have a common law power to remove di- 
rectors for adequate cause but the difficulties in exercising this 
power are such that it is but rarely used. In some few states 
directors may by statutory provision be removed by a two-thirds 
vote of a'l the stock. In some states such power can be secured 
by special provision therefor in the charter. 

Directors cannot be removed by their fellow directors, and 
by-laws attempting to confer such power are illegal. 

Gross abuse of office on the part of the directors amount- 
ing to fraud, oppression or open wrong, would be sufficient 
ground for interference by the courts. In such a case a criminal 
prosecution could also usually be instituted. 


VIOLATION OF By-LAws By STOCKHOLDERS 


Individual stockholders of a corporation cannot, as a rule, 
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violate the by-laws, since the by-laws are their own commands to 
the directors and officers prescribing the management of the 
corporation. Violations of the by-laws by the stockholders in 
part or in whole may, however, occur. For instance, in those 
sections of the by-laws relating to the holding of the annual 
meeting there are usual mandatory provisions as to the place, 
the day and the hour. If the stockholders or a portion of the 
stockholders violate the by-law provisions as to annual meeting 
in any of these particulars, the meeting so held is void. 

Thus People v. Albany, etc., R. R. Co., 55 Barb., 344 (1869) 
had its origin in the notorious proceedings of Fiske and Gould 
when wrecking the Erie Railroad. On the particular occasion 
they were in the minority but met in the office of the corpora- 
tion fifteen minutes before the appointed time, called the meet- 
ing to order and captured its organization. The majority pro- 
tested and took the case into courts, and the irregularity in call- 
ing the meeting to order before the appointed time was held 
sufficient to void the entire action of the meeting. 

A more difficult case is where the minority without specific 
violation of the by-law.provision get control of the meeting by 
force, fraud or irregular procedure. In such case the aggrieved 
stockholders may withdraw, resting upon the errors, fraud or ir- 
regularity in the organization to set aside any election subse- 
quently held. Or they may continue to take part, to vote under 
protest and take legal action later if their rights are overridden. 
Even though in a majority, they cannot legally withdraw and 
hold another meeting in the same room or just outside the 
room or in an adjoining room. “The acts of a majority at a 
corporate meeting are not binding upon the company, unless the 
proceedings are conducted regularly and in accordance with gen- 
eral usage, or in the manner prescribed by the charter and by- 
laws of the company.” 

In case it is impossible to hold a meeting in the specific place, 
as for instance when the specified room is locked and no key 
can be found, then the stockholders should assemble outside the 
door, in an adjoining room, or as near to the specified place as 
possible, and meet there. 
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Farm Accounts 


By Jor, Hunter, C.P.A. 


The farmer, so long the under dog, is at last having his day. 
From the university to the district school; from the innumerable 
bulletins of the Department of Agriculture to the popular maga- 
zines; from the United States government which appoints com- 
missions on farm life, to the banker who encourages the forma- 
tion of corn clubs among the boys and girls—from every quarter 
—comes recognition and encouragement. The farmer is urged 
to add to the wealth of the nation, and a highly trained corps 
of experts stand ready to show him exactly how to increase the 
yield of every acre and every barn yard fowl. But curiously lit- 
tle has been said of the business side of farming, and particu- 
larly of the keeping of farm accounts in a business-like way. 
The farmer does not know exactly how much capital he has in- 
vested, nor the amount of time which he, his employees, and 
perhaps his wife and children, expend upon a given amount of 
work. He keeps no record of the feed consumed by his stock, 
nor of the average working life of the individual animals, neither 
has he a clear idea of the yearly depreciation of his buildings, 
machinery and tools. Consequently he does not know whether 
his business is running at a profit or a loss. It is inconceivable 
that he will continue to be content with making a bare liv- 
ing. He must learn, as the manufacturers have well learned, to 
keep reasonably accurate accounts and to compute his costs. 

The purpose of this paper is to suggest how the average 
farmer should keep his accounts—keep them simply and keep 
them accurately. 

We will suppose the case of a man who has the necessary 
practical training for successful farming, and possesses $20,000 
for which he wishes to find a good investment. If he put this 
into mortgages or bank stock, he would receive 6% ; if he went 
into some mercantile business, he would presumably make much 
more than 6% ; therefore he realizes that, if he invests his $20,- 
000 in a farm, it must net him over $1,200 a year, or there will be 
no real profit. And in order to know if he is making a profit, he 
must keep a strict account of his outgoings and incomings. 
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The first step is to take an inventory which is a list of the 
property bought. The inventory is the correct basis of farm 
records, without which no accurate results can be obtained. It 
should be taken at the same time each year, at a date when all 


WAINWRIGHT FARMS 


YearRLy FINaNcIAL STATMENT—JUNE 30TH * 


ASSETS 
1913 1914 
Products— 
$2,761.75 
Stock— 
Sundries— 
50.00 
Implements and machinery .................. 950.00 i 
683.25 
ii 
LIABILITIES 
or most of the crops are sold off and there is the least accumula- ; 
tion of stores, supplies, etc. This date, of course, varies in differ- d 
* While this is headed “Yearly” Financial Statement, there is no good reason ’ 
why it should not be prepared quarterly, or even monthly, except tor the trouble | 
ef listing the inventory of product, stock and sundries. a 
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ent localities. Each article should be counted or weighed; there 
must be no guessing. Since this must be done each year, the 
record should be arranged in columnar form to provide for sev- 
eral years. 

This inventory is entered upon a book which, by reason of 
its dual scope, is called a cash journal. The book should be 
made specially for the purpose. It is of the loose leaf variety, 
with pages about 24 inches wide or more by 14 inches deep. It 
is ruled in double columns appropriately headed with the names 
of farm products and expenses. After entering the inventory 
upon this book, with a brief but clear explanation, every item 
which appears upon the inventory should be posted to a farm 
ledger, giving a page to each item. All the items are entered on 
the left-hand side of the ledger page, except the investment ac- 
count, which is entered on the right-hand side. After this is done, 
the current accounting work of the farm can be taken up. 

The principal expenses of a farm are the cost of labor 
(wages), feed of teams, and seed or planting material. It is 
important to have a clear idea as to which account should be 
charged with each disbursement and which credited with each 
receipt. Thus cotton, for instance, should be charged with all 
cottonseed purchased, all labor engaged upon it, all fertilizer 
bought and used upon land planted in cotton, the proportion of 
the superintendent’s wages, and any other expense or charge ap- 
plicable to it. All cotton and cottonseed sold should be credited 
to it. Then at the end of the fiscal year, the balance to the credit 
of cotton account on the ledger when all of the cotton is sold 
and credited, will show exactly what has been made or lost on 
cotton. But the important part is to be sure that all proper 
costs accruing during the year have been entered against cot- 
ton. 

The chief expense factors in getting out farm products are 
labor and feed. Labor, being the greater expense, is taken up 
first. If the farmer is his own superintendent, he specifies 
where each employee shall work as he starts out in the morn- 
ing, or perhaps issues instructions the night before. Then in the 
evening when work is left off, the time spent by each man on each 
crop operation or other department is entered on an individual 
card (or in a book if preferred) under its respective heading, as 
shown on page 172. This is known as the pay roll card, or leaf, 
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or sheet. In order to reduce the number of records and forms 
to be used, this is arranged on a very comprehensive plan. Care- 
ful attention is invited to this form, for it covers a large part of 
the farmer’s expenses. The name of the employee is put at the 
top and his wage rate, by the hour, day, and month. The head- 
ings “Hours,” “Crop,” and “Team” at the top of the three re- 
spective columns indicate hours worked, the crop on which the 
labor was expended, and the number of hours teams were em- 
ployed if they were used. Running down the left-hand side is 
the day of the week and month. Its use is illustrated as follows: 
Wm. Brown on Monday, January 6, worked 8 hours on cotton. 
Under Hours is entered 8; under Crop, cotton . (abbreviated 
to “cot”) ; and under Team, a cross mark indicating that no team 
was used. At the end of the week the man’s time is multiplied 
by the rate per hour, and he is paid. This payment is charged 
on the cash journal to farm labor or pay roll. At the end of the 
month, say, the whole leaf is gone over and the man-time and 
the team-time are figured out separately, and each crop or de- 
partment is charged. The total man-time is credited to Pay Roll 
account, and the various crops charged as stated. This is done 
by journal entry on the cash journal. The team-time is treated 
in the same way by charging the various crops or departments 
and crediting Team account. Next a team-labor unit must be 
determined, that is, what price per hour shall be charged out for 
the use of the teams which the farmer already owns? All the 
feed, horseshoeing, veterinary service, and all other expenses are 
charged to Team account, and this must be distributed to the crop 
accounts in their proper proportion of expense in order to see 
what these crops are costing him; a similar amount must be 
credited to Team account. Even when the team is not used, 
the expense of its keep goes on, and this extra cost must be 
absorbed in the crop costs. The charge per hour or day should 
be the average unit of expense. That is, if the farmer has six 
head of stock and they cost $60 a month to keep, he will charge 
2% cents an hour per head, which for 300 eight-hour working 
days amounts to $360. In this $360 is supposed to be an allow- 
ance to cover depreciation. Depreciation would be worked out 
in this way: If a $260 mule is considered good for 15 working 
years after maturity, and the mule is bought when it is six years 
old, then, four years being regarded as maturity, there would re- 
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main 13 years of working life, barring accidents and sickness. 
Twenty dollars a year, then, would be considered a depreciation 
charge. 

On farms where machinery is used in addition to agricultural 
implements like ploughs, harrows, etc., it is proper to consider the 
machinery expense just as we do the team expense. Included 
in Team also would be the cost of wagons, harness, etc., and 
repairs on the same, including depreciation. Depreciation is 
particularly heavy in farm machinery and implements, and an 
arbitrary write-off value should be established. Each year a cer- 
tain amount should be char:ed off, based on its yearly proportion 
of life or lastingness. A wide experience shows that the follow- 
ing proportions are fairly accurate: 


Horses and mules (above 5 years old)................0005: 7% to 10% 


This means that ordinary farm buildinzs may be expected to 
last about 20 years, when visible repair needs are met. Horses 
are good for about 18 years; cows for 15 years; and machinery 
and tools for 10 years. ; 

There must be a complete checking system to determine the 
correctness of the figures if for some reason the record work 
gets behind and has to be written up after the transactions get 
“cold.”” The farmer should, of course, run a bank account and 
use checks whenever it is practicable. To keep the cash straight, 
the imprest system should be used. That is, a certain amount 
of cash should be provided automatically as a working fund. 
Suppose that he draws out $100, pays his weekly wages and a 
few other bills, for all of which he takes receipts, and finds at 
the end of the week that he has paid out $79.50. A check should 
be made out and cashed for the total of $79.50, thus restoring to 
the working fund the amount paid out. The cash journal entries 
are made from the receipted bills. 

In order to avoid confusion with purchase invoices, they 
should be pasted irto a ledger in alphabetical order. On each 
page, at the right, should be left a margin or column of an inch 
and a half, ruled for dollars and cents. Into this column is ex- 
tended the net amount of each invoice, and at the end of the 
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month these figures are footed. “hey are charged to their re- 
spective accounts directly upon payment. 

A complete sales record can be built up by making a carbon 
copy of these sales invoices, and using the extension margin. 
They are charged to the respective customers’ account direct 
from the carbon copy of the invoice, and at the end of the month 
the various amounts are footed, analyzed, and credited to the 
proper Farm Sales accounts. This saves lost motion, and the 
percentage of accuracy is increased. 

The cost of feed for teams is the second large farm expense. 
There is some question about determining the price of hay raised 
on the farm and fed to stock. The correct price is what it cost 
the farmer. The total cost is found on the ledger. The number 
of pounds raised divided by the total cost will give the average 
for 100 pounds. This should be charged to Team and credited 
to Hay account. Corn and oats are treated in the same way. If 

_any is sold, over and above what is used, that is, of course, 
credited to its proper account, and remains as a part of the gen- 
eral profit or reduction of expense. If it is necessary to buy 
any extra feed, the opposite is true. 

All cotton sold is credited to Cotton account. Vegetables used 
for home consumption are charged to House account at cost, 
and credited to Vegetable account. A careful record should be 
kept of all milk sold, and credited to Dairy account. Hogs and 
sheep used on the farm are charged to House account, and 
credited to Hog and Sheep accounts. When the animals are 
sold, these accounts are credited and Cash charged. General 
supplies not applicable to any particular crop are charged to 
Supply account. Poultry, when purchased, is charged to Poultry 
account. This is a money making account, though it comes in 
driblets. There should be no charge for the manure. This be- 
longs to the land in order to keep it from depreciating in value. 
When other similar questions come up they should be very care- 
fully considered before reaching conclusions, as an orderly plan 
in the method of charges will establish precedents that in time 
will become valuable in the building up of statistics. 

At the end of the year a physical inventory should be taken 
on the farm. From the information transferred to the ledger 
from the cash journal, pay roll leaves, purchase and sales invoicc 
systems, check book, and yearly inventory sheet, a financial 
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statement can be prepared. The farm should be valued at market 
price, not at what was paid for it. If the market price is more 
than the purchase price, the difference is credited to Apprecia- 
tion account. 


PAY ROLL SHEET * 


1913 Hours Crop Team Mach. 
Jan. Mon. 6th 8 Cot. x Recapitulation 
Tues. 7th 6 Cot. 6 Totals 
Wed. &th rf Curn 7 Hours 
Thurs. oth 5 Oats 5 Man Time ...... 
Fri. roth 8 Hay 8 Team time ...... 
Sat. 11th 4 Poultry x Mchy. 
Total 38 26 Total hours ..... 
38 hours @ 30c = $11.40 
Charge: 


Received payment 


Suppose that in the case of the farmer who invested $20,000 
the statement showed a profit of $2,200. This figure should 
prove with the difference between the total sales and the total 
expenses. After balancing the ledger, the purchase, expense, 
and sale accounts are separated from the asset and liability ac- 
counts. From the inventory are drawn all the product and other 
asset values on hand, which are credited to their respective 
accounts. All other values are deducted from their respective 
purchase and expense accounts. The result obtained by deduct- 
ing the total of the purchases and expenses from the total of 
sales and other credit accounts should be $2,200. 

This result would show that he had got his living and $1,000 
in money over and above what he could have made on his orig- 
inal $20,000 :* invested at 6%. If a few years after the pur- 
chase, farm land should greatly appreciate in value, say double, 
and experience showed it was impossible to make more than 
$2,000 or $3,000 a year net on the original $20,000 investment, 
it would be a financial mistake not to sell and reinvest the pro- 
ceeds in some other form of venture which would bring in a 
better per cent of interest. 


* While the above arrangement is by hours, any other unit may be employed. 
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WAINWRIGHT FARMS 


CasH JouRNAL, MONTH OF ...... 19I.. 
( Left hand of page) 
a Bank Account Cotton Other Products 
Explanation 
Deposits | No. ae Dr.| Pounds | Cr.| Name | Dr.| Cr. 
(Right hand of page) 
Fruite and Live Stock General Miscellaneous 
Vegetables Expense 


Name Dr.| Cr.| Name Dr.| Cr.| Dr. | Cr. Name | Cr. 


One advantage of keeping the accounts in the manner de- 
scribed is that the system is susceptible of being expanded to any 
extent desired. Thus if it becomes necessary to pay particular 
attention to any one department, the records readily lend them- 
selves to such amplification. For instance, suppose it is decided 
to keep a careful record for poultry and eggs. A ledger account 
is opened, say, for Brahmas; a record is made of the kind and 
quality of their feed, the cost of which is charged to Brahma 
account; and all the chickens and eggs sold are credited to it. 
On the other hand, if it be desired to reduce the account keep- 
ing, all the costs may be charged each to its respective account, 
and all the sales and earnings properly applicable thereto credited ; 
horses, mules, cows, etc., can be merged into Stock account; corn 
oats, cotton, etc., into Product account; and so on. In this way, 
when the final and closing entries are made, the number of ac- 
counts may be reduced to less than half a dozen. 


173 


1 

4 

i 

4 

i 

4 

1 

¥ 

4 

| 

fi 

| 
q 

q 

j 

i 


Municipal Cemetery Accounts 
By D. Cart Eccieston, C.P.A. 


A good many cities operate municipal cemeteries and some of 
these are self-supporting. By the Bureau of the Census ceme- 
teries are classified under the head of public utility enterprises. 
In the classification prepared by the Bureau of Statistics in 
Massachusetts, cemetery account immediately follow those for 
public utilities. In all cases a cemetery department is considered 
a business enterprise and requires different treatment from a 
city’s ordinary departments. 


Unirorm CEMETERY ACCOUNTS 


The classifications adopted for the receipts and disbursements 
of a cemetery department in the past have been very simple. 
The following chart is a good guide to follow in the preparation 
of reports covering the operation of a municipal cemetery. 


Cuart or Cemerery Accounts 


RECEIPTS 
100 


110 Revenue receipts 
111 Sales of lots 
112 Care of lots and graves 
113. Miscellaneous 
114 Interest 


200 Non-revenue receipts 
201 Bequests for perpetual care 


PAYMENTS 
300 Revenue payments 

310 Expense 
311 Salaries, superintendent and office staff 
312 Wages, employees for maintenance 
313 Printing, stationery, etc. 
314 Teaming, plants, sodding, repairs 
315 Hearse and hearse house 
316 Supplies 

17 Tools 

320 Outlays 
321 nd 
322 Buildings 
323 Equipment 


Municipal Cemetery Accounts 
REVENUE RECEIPTS 


The main revenue of a cemetery department is derived from 
the sale of lots and graves. This, however, continues to diminish 
unless new land is purchased. But on the other hand the care of 
lots and graves continues to be an increasing source of revenue. 
The miscellaneous source of revenue includes all fees received, 
and charges for interments, foundations—the sale of flowers, 
plants, material, and rent of vault. Interest covers all interest 
received on balances and funds belonging to the cemetery. 


NON-REVENUE RECEIPTS 


The custom of selling lots and graves with a contract for 
perpetual care is quite common. In one cemetery it is estimated 
that it costs fifty cents per square foot to care for a lot one 
year. Those purchasing lots and desiring to have them cared 
for perpetually can do so by depositing such an amount of money 
that the interest on the bequest will take care of the lot. Thus 
if four per cent is allowed on cemetery deposit funds it is neces- 
sary to buy a five-hundred-dollar contract for a lot of forty square 
feet. Bequests for perpetual care are a trust fund and are a part 
of a city’s fixed indebtedness. 


PAYMENTS 


The classification presented divides payments into those for 
expenses and those for outlays. The principal objects for which 
payments of the former class are made are shown under five 
heads. Outlays are classified under but three heads, land, build- 
ings, and equipment as shown. 


ASSETS AND LIABILITIES 


The assets of a cemetery department consist of its inven- 
tory of land, buildings, equipment, supplies, tools, book ac- 
counts receivable, and cash which are included in the general 
balance sheet of the city. The perpetual care fund is one of 
the city’s liabilities and is considered “debt within the limit,” 
thereby reducing the borrowing capacity. 
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In order to reconcile the books of the cemetery department 
with those kept by the city auditor, the following entry is made 
at the beginning of the year on the journal at the cemetery office: 


Dr, Cash in hands of city treasurer $1.000 
Accounts receivable 10.000 
Supplies 4.000 00) 
Too 2 000 
Equipment 3.500 00 
Buildings 45.500 
G 300,000 


which opens the following accounts in the general ledger of the 
cemetery department: 


Cash in Hands of City Treasurer. 


1911 | 
Jan. 1 | Balance J $1,000 00 | 
Accounts Receivable. 
1911 
Jan. 1 | Balance J $10,000 00 
Supplies. 
1911 
Jan. 1/| Inventory | J $4,000 00 
Tools. 
1911 
Jan. 1| Inventory | J $2,000 00 
Equipment. 
1911 | 
Jan. 1 | Inventory | J $3,500 00 


— 
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Bulldings. 
1911 
Jan. 1| Inventory | J $45,500 00 
Grounds. 
1911 
Jan. 1| Inventory | J | $300,000 00 
City of A........ 
1911 
Jan 1} Sundries J  |$366,000 00 
PuRCHASES 


All invoices for purchases made by the cemetery depart- 
ment are generally approved by the superintendent of the ceme- 
tery and then classified according to the object for which pay- 
ments are made. They are then listed and sent to the city auditor 
to be entered on the monthly draft which is typewritten in du- 
plicate, one copy being returned to the cemetery department, 
or a notification of the invoices paid as follows: 


Draft Cemetery Department. Jan., 1911 
No. Name Description Amount Clas'n 
1 A. Brown Superintendent $100 00 311 

B. Fox Clerk 60 00 311 
2 C. Ken Laborer 40 00 312 

B. Smi vt 35 00 312 

J. Tod = 35 00 312 
3 Excelsior Printery | Printing 105 00 . 313 
4 A. Livery Co. Teaming 42 00 314 
5 Bates Howe Co Shovels 18 00 317 
6 tern Wagon 55 00 323 
Total $490 00 


The following journal entry places the January draft on the 
books of the cemetery department: 
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Journal Jan. 31, 1911 
311 Dr. Salaries, sup't and office staff $160 00 
312 Wages, employees for maintenance 110 00 
313 Printiag, stationery, etc. 105 00 
314 Teaming, etc. 42 00 
317 Tools, 18 00 
323 Equipment 55 00 
Cr. Cash in hands of city Treas. $490 00 


The city treasurer acts as the banker for the cemetery de- 
partment, so the only cash the department can draw on is that 
in the hands of the city treasurer. 


Bit AND CHARGE SYSTEM 


A record of each sale made is kept in a book the sheets of 
which are perforated down the middle so that one-half the sheet 
can be detached and given to the purchaser. Bills are made out 
for all sales in triplicate; the original being for the customer; 
the duplicate filed for a ledger entry; and the triplicate acting as 
a sales book. There are columns on the sales sheet for use in 
classifying charges as follows: 


ITEM Sales | Care | Misc. |Interest] Per Care| Total 
Jan. 1, 1911 
850 $100 00) $100 00 
or care 800 00 $800 
Use of tomb 5 $5 00) 
$905 
Jan. 3, 1911 
B. Smith 
Care of lots $10 00 $10 00 
Flowers 5 00 5 00 
$15 00 
8 Jan. 5, 1911 
©. Knox 
1 lot $50 50 
Per care 400 ol 400 00 
Use of tomb 5 5 
Care of lot 1 1 
$456 
$150 00$10 00 $16 00! $1,200 00 |$1,376 00 
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From the foregoing sales sheet the following journal entry 
is prepared: 


Journal. Jan. 31, 1911 
Dr. Accounts receivable $1,376 00 
111 Cr. Sales of lots and graves $150 00 
112 Care of lots and graves 10 00 
113 Miscellaneous 16 00 
114 Interest Oo 
210 Perpetual care 1,200 00 


Accounts RECEIVABLE FILE 


The customers of a cemetery department generally have but 
one or two bills a year, and so the duplicate of the invoice is filed 
in a card tray which is operated like an accounts receivable led- 
ger. For example, the duplicates of the three invoices shown on 
the sales sheet would be filed behind alphabetical guides in a 
5x8 card file. The sum of the balances on these cards is added 
to those on the first of the month to get the total amount shown 
by the controlling account on the general ledger, assuming none 
to have been paid at the present time. Alphabetical guides are 
used to facilitate finding the accounts receivable cards. In cases 
where undertakers patronize a cemetery and have a large num- 
ber of charges monthly, the individual cards can be Cogmass 
with and cards with ledger rulings substituted. 


COLLECTIONS 


As the cemetery department is generally removed a con- 
siderable distance from the city hall, it is found advisable to 
handle collections at the cemetery office. Hence bills are 
marked, “Make all remittances to the superintendent of the 
cemetery at .” All cash received is entered in the 
cash received book under the proper heading as follows: 


Cash Received. 


Date Name Sales | Care | Misc.| Int. Perp Care Total. 
1911 
Jan. 5'John Brown $100 $5 00 $800 00 
« 20 B. Smith $10 5 00 15 00 
= — Knox 6 00 400 00 
| Total | $1,376 00 
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The collections received from these three customers amounts 
to $1,376.00 as shown and are remitted to the city treasurer as, 
and when received. The next step is to refer to the cards in 
the accounts receivable ledger file and remove the three for John 
Brown, S. Smith, and C. Knox and stamp them “Date Paid,” 
after which they are filed in a “Transferred” section of the card 
file behind alphabetical guide cards. The footing of the cash 
receipt book is posted directly to the general ledger each month, 
to the debit of “Cash in hands of City Treasurer” and to the 
credit of “Accounts Receivable.” 


ABATEMENTS 
A record of all abatements of charges appears in the minute 


book of the cemetery board and these abatements are journal- 
ized as follows each month: 


Journal. Jan. 31, 1911 


111 Dr. Sales of lots and graves $100 00 
112 Care of lots and graves 45 00 


Cr. Accounts receivable $145 00 


Abatements on 
oseph Dean $100 00 
45 00 


Cards in the accounts receivable file are removed for Joseph 
Dean and A. Isaacs and marked “Date paid by abatement,” and 
filed with the other cards in the transferred section. 


MontTHLY RETURNS 


A monthly return is generally prescribed by ordinance for 
each department, and so a cemetery sends in the following re- 
turn each month: 

1. Return of charges. 

2. Return of collections. 

3. Return of abatements. 

These go to the city auditor so that he can make the proper 
entries in his books for the various transactions of the cemetery 
department. 
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Tria, BALANCE 


A trial balance of the general ledger kept in the cemetery 
department shows the following accounts open at the close of 
business, which are afterwards closed with an inventory: 


Trial Balance. Dec. 31, 1911 


Cash in ——— of city treasurer 
Accounts receivable 
Inventory Jan. 1, 1911 


and office staff 
Wages, employees for maintenance 
Printing, etc 


‘eami lants. sodding, repairs 
Hearse and hearse —y 
up 


Sales of lots and graves 
Care of lots and graves 
ue 


for perpetual care 


FINANCIAL STATEMENTS 


The ground occupied by a cemetery is a diminishing asset 
which must be appraised annually before the revenue surplus can 
be determined. As soon as the other assets have been inventoried 
the following statement is prepared: 


Assets. Liabilities. 
Cemet perpetual care fund Cemetery perpetual care fund account 
Becuritics Amount previously reported 
Cash Amount received during year 


Loss and Gain for Year Ending Dec. 31, 1911. 


I , Jan. 1,1911, $366,000 00 Sales .000 00 
Somes 25,000 00 Less abatements $0.00 00 


Net sales $10,000 00 
Gain for year 1,000 00 Inventory, Dec. 31. 1911. $352.000 00 
Total $392,000 00 $392.000 G0 
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A detailed statement of cash receipts and payments accom- 
panies the loss and gain statement which shows receipts classified 
according to source and payments according to object as fol- 
lows: 


General Cash Statement, Year Ending Dec. 31, 1911. 


Receipts. | Payments. 

Cash on hand Jan. 1. 1911, $1000 00} Salaries, Sup't and office $1.920 00 
Sale of lots and graves 25.000 00} Wages, employees 6.500 00 
Care of lots and graves 9.000 00| Printing. stationery. etc. 350 00 
Miscelianeous 3,000 00 | Teaming. pipet. repairs 2.580 00 
Interest 4,000 00} Hearse and hearse house 1 000 00 
ope 6 500 00 

Too 1.200 00 

Equipment 4,950 00 

Cash on hand Dec. 31, 1911, 17,000 00 

$42 000 00 $42,000 00 


The cemetery perpetual care fund is not taken into con- 
sideration, as it is all turned over to the city treasurer and ap- 


pears on his books as follows: 


Perpetual Care Fund. 


Balance Jan. 1, 1911, $95,000 00 Balance Dec. 31, 1911, $100,000 00 
Receipts 5,000 00 
$100,000 00 $100,000 00 


From the foregoing financial statements it appears that a net 
gain of $1,000 was made for the year, and that there remains 
a cash balance in the hands of the city treasurer of $17,000 on 
which to draw. The inventory has, however, shrunk $14,000, 
mostly due to the sale of land, so that it is probable a large part 
of the cash balance will be drawn on to meet payments for pur- 
chases of adjacent property. 


STATISTICAL RECORDS 


Every fact concerning the management and statistics of a 
cemetery is made immediately available by the use of cards. A 
complete card system provides a self-indexed record of lot 
owners, and a complete record of all interments in each lot, in- 
cluding plot. The interment record carries each name, with 
necessary information, on a separate card, which is filed alpha- 
betically. The three records mentioned are shown in the follow- 
ing exhibits: 
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ExHIBIT 1 
Price........ Amt. Paid.......... Bal. Due......... 
lwater! Re- | rotal Paid Amount 
Year | Care — ing ater pairs 
Lot Owner's Card. 
ExHIBIT 2 
Lor Na AVENUE No. Sec. AREA 
2 
& 
6 
7 
10 
Lot Record 
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EXHIBIT 3 | 


Interment Record. 


The system herein outlined is in successful operation in sev- 
eral municipal cemeteries and with minor changes can be adapted 
to meet the requirements of any municipal cemetery. 


| 
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EDITORIAL 
The Income Tax 


Now that the constitutional amendment authorizing a federal 
income tax has been ratified by the required number of state 
legislatures, it seems morally certain that the next Congress will : 
make prompt provision for such a tax. | 

All taxes are paid out of income. Theoretically, therefore, 
an income tax would be ideal if the incomes of the citizens of 
a state could be easily and correctly ascertained. Unfortunately, 
however, a tax on incomes, like a tax on personal property, is 
exceedingly difficult to levy with exactness. 

The only important objection to an income tax is the practical 
one, namely, the administrative difficulties. The common ob- 
jection that it is inquisitorial in character, and would tend to 
make us a nation of liars, is not worthy of a serious answer. We 
owe our ability to create incomes for ourselves to the mainte- 
nance of law and order by our government, and the state has a 
perfect right to compel us to disclose the benefits which we enjoy 
under that law and order, and to make proportional contribution 
for its maintenance. 

In a country like the United States, whose citizens pay taxes | 
on commodities because of the tariff and internal revenue laws, 
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and taxes on real estate, since these taxes bear heaviest on the 
people of moderate means, an income tax should apply only to 
the incomes of the fairly well-to-do. 

It is important that an income tax be levied and collected 
with the greatest possible ease and certainty. Otherwise the 
expense of administration may be out of proportion to the rev- 
enue. The cheapest and surest way of getting at income is by 
assessment at the source. Most incomes in the United States 
come to their recipients in the form of salaries paid by firms 
and corporations. The present tax upon the net earnings of 
corporations is substantially an income tax, and is regularly paid 
by the stockholders. What is now needed is an income tax that 
will go a few steps further and get from corporations, not merely 
a statement with regard to net earnings, but a statement of dis- 
bursements on account of bonds and salaries, upon which the tax 
would be levied. If any bondholder or stockholder, whose 
revenue is thus reduced, is able to show that his total income 
is less than $3,000, he should be entitled to an abatement of the 
tax. The same policy should be followed with respect to part- 
nerships and private business firms. 

This so-called method of “stoppage at the source,” which has 
worked satisfactorily in Great Britain, does not touch that por- 
tion of a man’s income which is derived from foreign investments. 
Nevertheless, such incomes cannot be easily concealed. They 
must almost necessarily be handled by banks, and, therefore, 
cannot entirely escape the eye of the government inspector. 

Theoretically much can be said in favor of a differentiation 
between earned and unearned incomes. It would seem just that 
the income derived from the sweat of the brow should be taxed 
less heavily than one which comes from an accumulation of 
stocks and bonds. It would be unwise, however, for a federal 
law to recognize such a distinction, for it would necessitate a 
minute, obnoxious and expensive analysis of the nature of every 
citizen’s income. 

A uniform rate, say of one per cent, should be levied upon 
all incomes exceeding the minimum of $3,000, regardless of the 
source from which the income is derived. One of the great 
advantages of such a tax would be its potential elasticity. In 
case of war or any other emergency calling for an increase of 
national revenue, an advance of the rate on incomes would 
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save the national treasury from a deficit and from the necessity 
of selling bonds at a sacrifice. 

The owners of real estate quite naturally object to the pay- 
ment of an income tax on the ground that they are already 
heavily burdened by local taxation, which falls mainly upon 
real estate. Their position, however, is untenable. The tax 
upon real estate, so far as it falls upon buildings, is paid by 
the tenants, that is, by the community. In the long run not a 
penny of it is paid by the owner of the building. That propor- 
tion of the real estate tax which falls upon the land is paid by 
the owner. But this fact was fully taken into account when he 
bought the land. The tax, therefore, does not cause any reduc- 
tion of the income which he anticipated from the ownership of 
the property. It is perfectly just, therefore, that incomes derived 
from real estate should be subject to a federal tax. 


Accountancy as a Commodity 


In the New York Times for February 19, 1913, in company 
with requests for bids on printing and for proposals to furnish 
various supplies, the following advertisement appeared: 


Mayor’s Office, Savannah, Ga., Feb. 12, 1913. 


The Mayor and Finance Committee of the City of Savannah, Ga., 
will receive proposals up to noon March 10, for a complete audit of the 
various departments of the City Government for a period not less than 
two nor more than six years, at the city’s option, and for the installation 
of a system of municipal accounting. The price for the latter work is to 
be given separately and as a lump sum. Address all communications and 
proposals to The Mayor, Savannah, Ga. 


So frank and open an appeal for accounting services on the 
competitive basis was deemed worthy of serious consideration by 
the Executive Committee of the American Association of Public 
Accountants. No formal action was taken but, while commend- 
ing the city officials of Savannah for their recognition of the 
city’s accounting needs, the committee was unanimous in its dis- 
approval of their method of procedure. 


There are some things that cannot properly, or profitably, be 
placed upon the competitive basis. If the City of Savannah 
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wished special counsel in some particularly important case, would 
the city officials ask their prominent attorneys to submit bids? 
Or if medical attendance were needed in their schools, would they 
ask their physicians for competitive estimates? Or if spiritual 
consolation were desired for the sick and afflicted of their insti- 
tutions, would they ask the pastors of their city for sealed pro- 
posals? To ask competitive bids from the professional accourit- 
ants of the country for the city accounting is as derogatory to the 
profession and should be as unfortunate in results as it would be 
in any of these other cases. To ask a competitive bid from a pro- 
fessional man is asking him to admit that his services are worth 
less than the fee ordinarily commanded by his profession. 

The following quotation from the reply of a prominent ac- 
counting firm to a request for a competitive bid is a good summing 
up of the whole situation: 


“We take the liberty of bringing to your attention the development of 
the profession of accountancy in this country and the advantage it has 
been to the commercial community. We venture to express the opinion 
that in the long run a better profession will be developed and the com- 
mercial community better served if the relations between the commercial 
community and the public accountants can be maintained upon a strictly 
professional basis. We submit for your consideration that “bidding” is 
in violation of the professional ethics of lawyers, doctors, and others, and 
should be so among accountants. We cannot believe when you require the 
services of the legal profession that you request a price for the work from 
a member of that profession, and allow your selection to be governed 
thereby. We presume that you follow the usual course and make your 
selection of a lawyer according to his qualifications and reputation, and 
arrange terms therefor mutually satisfactory. We see no reason why this 
should not be done with accountants and many obvious reasons why it 
should. * * * We would not care to go into a competition as bidders.” 


188 


Department of Practical Accounting 
Conpuctep By JoHN R. WitpMaN, M.C.S., C.P.A. 
Prosi—emM No. 15 (DEMONSTRATION) 


The following is a trial balance of The Cotton Seed Oil Com- 
pany, September 30, 1912, after closing: 

Land and buildings, $1,275,946.27; equipment, $348,727.43; 
horses, wagons, and motor trucks, $12,872.51; furniture and 
fixtures, $15,269.50; investments, $200,000; materials and sup- 
plies, $65,138.79; goods in process, $25,591.46; finished goods, 
$45,468.71; cash, $68,649.52; accounts receivable, $125,279.34; 
notes receivable and interest, $41,286.39; sinking fund for re- 
demption of first mortgage bonds, $207,667.95; first mortgage 
bonds purchased out of sinking fund (87 at an average price of 
102%), $89,175; deferred charges to expense, $12,813.97; first 
mortgage bonds payable, $300,000 (dated October 1, 1892, due 
Ocotober 1, 1912, interest six per cent, payable April 1 and Octo- 
ber 1, last paid April 1, 1912); taxes accrued, $14,025; salaries 
and wages accrued, $18,927.34; accounts payable, $87,316.75; 
notes payable and interest, $51,487.63; interest accrued on first 
mortgage bonds, $9,000; reserve for depreciation of plant and 
equipment, $142,305.12; reserve for sinking fund, $210,825; pre- 
ferred capital stock issued and outstanding, $1,000,000; com- 
mon capital stock issued and outstanding, $500,000; profit and 
loss surplus, $200,000. 

The sinking fund has been accumlated by a semi-annual 
deposit scientifically calculated, and the reserve for the sinking 
fund has been created out of profits. The entry affecting the 
reserve for the six months ended September 30, 1912, has been 
made, but the final sinking fund deposit has not been made. The 
bonds were taken up and cancelled as of October 1, 1912. 

The company issues as of October 1, 1912, a new series of 
300 ten-year gold bonds which bear interest at five per cent, 
have a sinking fund provision, and the reserve for the sinking 
fund is to be created out of profits as before. Sinking fund 
deposits are to be made quarterly instead of semi-annually. The 
amount deposited December 31, 1912, was $6,136.68. The in- 
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terest allowed on the deposit by the sinking fund depository 
to March 31, 1913, was $61.36. The amount deposited March 31, 
1913, was $6,136.68. 
Prepare: 
(a) Journal entries and skeleton ledger accounts affecting 
the two issues of bonds. 
(6) Balance sheet, March 31, 1913. 


So_uTIon To No. 15 


The author’s experience in making and solving problems 
leads him to observe that, while much attention has been paid to 
the creation of sinking funds, little attention has been given to 
their disposition. This problem has therefore as its object, in 
part, the illustration of how a sinking fund fulfills the purpose 
for which it is accumulated. 

The need for a sinking fund arises in connection with an issue 
of bonds. The day of reckoning may not be ignored. In order 
that the funds necessary to meet the obligation at maturity may 
be on hand when needed, they are accumulated, by laying aside 
installments periodically, in what is called a sinking fund. The 
authority upon which it rests is usually the sinking fund clause 
in the mortgage which states that the fund shall be “set aside 
out of profits.” This is a somewhat loose form of expression, 
and from an accounting point of view frequently leads to dis- 
cussion. 

The accountant, with his love of precision, finds himself 
questioning the meaning of an expression such as the above. 
He is unable to determine whether a reserve is first to be 
created out of profits and subsequently funded, or whether a 
certain amount of cash or its equivalent is to be set aside only 
if the net profits are sufficient, without regard to the creation of 
the reserve. It is doubtful if the man who drew the first mort- 
gage from which the others have been carelessly copied really 
knew himself what he meant. A moment’s reflection will show 
the importance of being clear on the point. The fund may be 
accumulated by merely setting aside the cash installment from 
time to time and the company may pay dividends regularly. If 
the provision for the sinking fund is made out of profits, the 
company may pay no dividends until after the bond issue is 
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retired. To the author, reserving for a sinking fund seems 
ultra-conservative, since the reserve reverts to surplus as soon 
as the fund is used to pay off the bonds and the company is in 
no better position to pay a cash dividend than before. It is true, 
of course, that the surplus may be distributed as a stock divi- 
dend, but, it would appear, to the detriment of stockholders dur- 
ing the period intervening between the placing and retiring of 
the bonds if the list were a changing one. It may also be men- 
tioned here in passing that railroads and large industrials rarely 
issue sinking fund bonds any more, apparently on the theory 
that outstanding bond issues will be everlastingly refunded. 
Without further discussion of the relative advantages and 
disadvantages of reserves, it may be stated that the fund is ac- 
cumulated by setting aside periodically (monthly, quarterly, semi- 
annually or annually) a certain sum. These sums with their 
interest accumulate so that at the maturity of the bonds the fund 
is sufficient to retire them. The sinking fund scientifically cal- 
culated represents what is called “the amount of an annuity.” 
The amount to be set aside each time is determined by “divid- 
ing one (1) by the amount of an annuity.” The easiest manner 
of determining the proper amount is to consult sinking fund 
tables such as Sprague’s. In a word, the periodical installment 
is that which will, when set aside regularly at compound inter- 
est, amount to the required sum at the end of a given period. 


Another method of determining the amount to be set asicle con- 
sists of dividing the amount of the indebtedness by the number 
of years, or divisions thereof, which the indebtedness has to run. 
The amount so determined is that which should be set asie at 
the end of each period. The fund will not only equal the amount 
of the bonds outstanding at maturity, but there will be an excess 
representing the accumulation of interest. Such procedure would 
be questionable from a standpoint of good finance, in that the 
company would have been unnecessarily deprived of the use of 
certain funds. This objection is sometimes overcome by deduct- 
ing from the amount to be deposited at the end of any period, 
after the first, an amount equal to the interest earned on the fund 
during the period just passed. For example; if the amount of 
a mortgage bond outstanding were $100,000 and the period 
covered by the bond, ten years, the amount to be deposited in 
the sinking fund semi-annually would be $5,000. If at the end 
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of the second period the interest on the $5,000 deposited at the 
end of the first period were $100, the amount to be deposited at 
the end of the second period would be $4,900. By continuing 
with this process, the amount which the company would be 
required to provide would decrease gradually as the interest on 
the fund increased. 

The sinking fund may exist in the form of cash on deposit 
with some interest paying institution or interest bearing secur- 
ities, the rate of interest on deposits ranging from two per cent, 
which is probably the most common, to four per cent, which is 
fairly high. The yield on securities will range from four and 
one-half to five and one-half per cent. In some instances 
the company’s own bonds afford the most profitable medium of 
investment. That is to say, it sometimes becomes more profit- 
able to call some of the outstanding bonds even at a premium 
rather than allow the funds to remain invested in securities of 
other companies or deposited in a bank. This is usually pro- 
vided for in the bond through a clause which permits the com- 
pany to call the bonds after a certain date at a slight premium, 
sometimes however as high as 110. If for example, a com- 
pany places an issue of five per cent bonds at par and sub- 
sequently the level of yield on bonds in general falls so that 
it is difficult to invest the sinking fund in bonds yielding more 
than four per cent, it becomes profitable, provided sufficient 
length of time remains before the maturity of the issue and the 
premiums required to obtain the bonds is not too high, for the 
company to call and cancel its own bonds, thereby saving the 
difference between four per cent and premium on the one 
hand and five per cent on the other. The contrast is the more 
striking and the extent of the saving more apparent if a de- 
posit at two per cent is substituted for the four per cent bond 
investment used in the above illustration. The effect of calling 
bonds is disastrous to the sinking fund calculations since they 
must be revised each time bonds are called and redeemed. 


If allowed to remain undisturbed until the maturity of the 
bonds the fund if scientifically calculated will amount exactly 
to the par of the bonds outstanding. If it exists in the form 
of bonds of other companies such securities will be converted 
into cash. The cash, whether proceeding from this source or 
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from gradual accumulation, will be used to purchase the bonds 
outstanding, which will then be cancelled. 

There will doubtless arise, in thinking about the matter of 
interest involved in sinking funds, the question of what be- 
comes of the complement. When interest is charged to sinking 
fund, what is credited? Usually one of three accounts, namely, 
income from securities, reserve for sinking fund, or interest on 
bonds. Obviously, if the bonds are to be retired out of profits, 
that is, a reserve created and funded, the interest must be 
credited to the reserve in order that it may at all times equal the 
fund. If a reserve is not involved, the better procedure would 
seem to be to credit the amount to interest on bonds: first, be- 
cause by virtue of this income the expense for interest has 
been reduced; and second, because the funds corresponding to 
the income are tied up in the sinking fund and are not available 
for general purposes. 

The journal entries required by the problem follow. A work- 
ing sheet, for the sake of brevity in so far as the skeleton ledger 
accounis are concerned and to make the solution clear, has been 
substituted for the ledger accounts as called for: 


Sinking fund for redemption of first mtge. bonds...$ 3,157.05 
BO $ 3,157.05 


For deposit to sinking fund (9/30/12), be- 
ing final payment on account of mortgage 
payable October 1, 1912. 


First bonds purchased .................. 21 
sinking fund for redemption of ‘first 
210,825.00 
2,175.00 


For purchase of 213 first mortgage bonds 
outstanding September 30, 1912, at par. 


Interest accrued on first mortgage bonds ........... 9,000.00 
Profit and loss surplus ................ 2,610.00 


Payment of interest accrued and due on 213 
bonds at time of cancellation; excess inter- 
est on 87 bonds credited to profit and loss. 


First mortgage bonds payable .............. 300,000.00 
To first mortgage bonds purchased ae 302,175.00 


To record cancellation of 300 first a a 
bonds due October 1, 1912, and cha 
surplus the premium on 87 bonds pu 
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Reserve for sinking fund .................0.cueeee 210,825.00 
To profit and loss surplus ................ 


To close out to surplus the reserve for sink- 
ing fund, the bonds, for which the sinking 
fund was provided, having been purchased 
and cancelled. 


300,000.00 
To first mtge. bonds payable............... 


For issue of first mortgage 5% gold bonds 
dated October 1, 1912, due October 1, 1922, 
subject to sinking fund, the reserve for 
which is to be created out of profits. 


6,136.68 
To reserve for sinking fund .............. 

To reserve for sinking fund .............. 

To reserve for sinking fund ............... 

Profit and loss surplus (interest on bonds) ......... 7,500.00 


To int. acc. on first mtge. bonds payable.... 


194 


210,825.00 


300,000.00 


6,136.68 


6,136.68 


61.36 


6,136.68 


6,136.68 


7,500.00 
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WORKING SHEET 


Balance 
Sheet 
Mar. 30, 191$ 


Trial 
Balance |___ Adjustments 
Debits Sept. 30,1912 Debits Credits 
Land and buildings ..... $1,275,046.27 
H. W. and motor trucks. 12,872.51 
Furniture and fixtures.. 15,269.50 
200,000.00 
Materials and supplies... 65,138.79 
Goods in process ...... 25,591.40 
Finished goods ......... 45,408.77 
6,390.00 
2,175.00) 
6,136.68 
6,136.68 
Accounts receivable .... 125,279.34 
Notes rec. and int. ..... 41,286.39 
3,157-05 
S/F for 1st mtge. bonds. 207,667.95 | 6,136.68 210 825.00 
61.36 
| 6,136.68 
Ist mtge. bonds pch’d....  89,175.0| 213,000.00} 302,175.00 
Deferred charges to exp. 12,813.97 
$2,533,886.84 
Credits 
Ist mtge. bonds ......... $ 300,000. 300,000.00} 300,000.00 
Taxes accrued ......... 14,025.00 
Salaries and wages acrd. 18,927.34 
Accounts payable ...... 87,316.75 
Notes payable and int... 51,487.63 
Int. ace. on Ist mtge. bds. 9,000.00 9,000.00 7,500.00} 
Res. depn. plant and 
142,305.12 
Res. for sinking fund.. 210,825.00 ae 6,136.68 
61.36 
6,136.68 
Pfd. C/S issued and out- 
1,000.000.00 
Com. vs issued and out- 
000.00) 
6,136.68 
P & L—surplus ........ 200,000.00) 2,17§.00| 210,825.00 
7,500.00; 2,610.00) 
6,136.68 
$2,533,886.84 


1,275,946.27 
348,727.43 
12,872.51 
15,269.50 
200,000.00 
65,138.79 
25,591.46 
45,468.71 


344,654.11 


125,279.34 
41,286.39 


12,334.78 


12,813.97 


2,525,382.20 


$ 300,00.co 
14,025.00 
18,927.34 
87,316.75 
51,487.63 

7,500.00 


142,305.12 
12,334.72 


1,000,000.00 
500,000.00 


391,486.64 


2 525,383.20 
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THE COTTON SEED OIL COMPANY 


BALANCE SHEET, MARCH 31, 1913 
Assets Liabilities and Capital 
Land and bidgs........ $1,275,940.27 | Capital stock (out- 
standing) : 
Equipment ........... 348,727.43 .$1,000,000.00 
Horses, wagons and ———— 
| motor trucks ....... 12,872.51 Total cap. stock. ..$1,500,000.00 
Furniture and fixtures. 15,260.50 | Ist mtge. 5% bonds 
Investments .......... 200,000.00 
| Current liabilities: 
; Working and trading Taxes accrued ...... $ 14,025.00 
assets : Salaries and wages 
Materials and sup- 18,927.34 
$ 65,138.79 Accounts payable ... 87,316.75 
Geods in process.... 25,591.46 Notes payable and in- 
Finished goods ..... 45,468.71 eR 51,487.63 
Int. ace. on bonds.... 7,500.00 
Total working and ——————— 
trading assets ...$ 136,198.96 Total current lia- 
Current assets: 
$ 344,054.11 | Reserve for depr. of 
125,279.34 plant and equip...... 142,305.12 
Notes rec. and int... 41,286.39 oo 
—————— | Reserve sinking 
Total current as- 12,334.72 
—————_ | P & L—surplus ....... 301,486.64 
Sinking fund ......... 12,334.72 


Deferred chargestoexp. 12,813.97 
Total liabilities and 


Total assets ...... $2,525,383.20 ere $2,525,383.20 


No. 15a (PRACTICE) 


The following is a trial balance of The National Gelatine | 

Company, September 30, 1912, after closing: 
Land and buildings, $1,537,876.49; equipment, $384,734.72; _ 


horses, wagons, and truck, $15,296.25; furniture and fixtures, 
$20,543.62; investments, $250,000; materials and supplies, $56,- 
973-15; goods in process, $37,195.64; goods in stock (packed), 
$54,864.17; cash, $86,946.25; accounts receivable, $130,972.43; 
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notes receivable and interest, $51,362.93; sinking fund for re- 
demption of first mortgage bonds, $416,924.75; first mortgage 
bonds purchased out of sinking fund (75 at an average price of 
10334), $77,812.50; deferred charges to operations, $15,318.79; 
first mortgage bonds payable, $500,000 (dated October 1, 1892, 
due October 1, 1912, interest six per cent, payable April 1 and 
October 1, last paid April 1, 1912); taxes accrued, $15,375; 
salaries and wages accrued, $16,297.43; accounts payable, $84,- 
371.57; notes payable, $61,728.36; interest accrued on first mort- 
gage bonds, $15,000; reserve for depreciation of plant and equip- 
ment, $171,861.83; reserve for sinking fund, $422,187.50; pre- 
ferred capital stock outstanding, $1,000,000; common capital 
stock outstanding, $500,000; profit and loss surplus, $350,000. 

The sinking fund has been accumulated by setting aside an 
amount scientifically calculated, and the reserve for the sink- 
ing fund has been created out of profits. The final deposit te 
the sinking fund has not been made, but the reserve was in- 
creased as usual before closing on September 30. The bonds 
due October 1 were taken up and cancelled as of that date. 

The company issues as of October 1, 1912, a new series of 
500 ten-year gold bonds which bear interest at five per cent, 
have a sinking fund provision, and the reserve for sinking fund 
as before. Sinking fund deposits are to be made quarterly in- 
stead of semi-annually. The amount deposited December 31, 
1912, was $10,227.80. The interest allowed on the deposit by 
the sinking fund depository to March 31, 1913, was $102.27. 
The amount deposited March 31, 1913, was $10,227.80. 

Prepare: 

(a) Journal entries and skeleton ledger accounts affecting 

the two issues of bonds. 
(b) Balance sheet, March 31, 1913. 
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Answers BY R. J. Bennett, C.A., C.P.A. 


The answers which follow have been prepared for the benefit of ac- 
countancy students, not merely as answers designed to secure for candi- 
dates a passing grade on the C. P. A. examination; consequently in some 
cases they are somewhat longer than would be required on the official 
examination. While the members of the Pennsylvania Board have 
extended every courtesy in connection with the present publication of 
the questions and answers, the answers submitted reflect the writer’s 
own ideas as to how they should be prepared and not those of the 
examining board. 

Any explanations of the questions deemed necessary are given in 
connection with the questions themselves and not in this introductory 
statement; a few comments, however, are in order with reference to 
the examination itself and to the character of the questions. It will be 
seen that the questions are divided into two parts, General Accounting 
and Commercial Law, rather than into the four divisions, Theory of 
Accounts, Auditing, Practica) Accounting, and Commercial Law, which 
prevail in many of the states. This is commendable, since it is difficult 
to point out the line of demarcation between the three first captions 
mentioned. The work of the accountant requires of him a general 
knowledge of the entire field, though he snay or may not specialize on 
some particular phase of the work, such as cost systems, railroad account- 
ing, accounting for banks and other financial institutions, etc. 

The questions cover a large field and clearly indicate that the ac- 
countant, to pass them, must be familiar with various lines of business. 
Instead of submitting only problems which may be worked out by the 
candidate who is good at figures, it will be seen that the questions are 
designed to draw out his general knowledge of business organization 
as well as of accounting systems. In this way the examiners are 
enabled to determine whether or not the candidate has sufficient knowl- 
edge of general accounting systems and different lines of business to 
justify their giving him a certificate of competency. It might be said 
for the benefit of prospective candidates, that the study of accountancy 
alone will not fully qualify them to pass examinations or to become 
competent accountants. A knowledge of business law, finance, banking, 
economics, and general business administration is also essential. 

The Pennsylvania Examiners are to be commended for the high 
standards set and maintained, and for requiring of candidates proper 
qualifications for admission to examination. Their endeavor is to pro- 
vide standards of admission which will stand the test of experience 
and in every way maintain the traditions of the accountancy profession. 
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At the same time they recognize the rights of persons desiring to enter 
the accounting profession, and have provided every opportunity for those 
desiring to make preparation. Their encouragement is constantly being 
exerted toward the upbuilding of the profession in Pennsylvania. A 
high school education or its equivalent is required of candidates, and in 
lieu of an actual accounting practice of three years a certificate of a 
recognized school of accountancy will be accepted. Schools receiving 
recognition of the board are required to maintain a high-grade course 
of study, covering a period of at least three years of four evenings per 
week. 

As a consequence of the known attitude of the examiners, candidates 
do not rush into the Pennsylvania examinations. Experience has taught 
them not to do so without first having secured necessary training. It 
is safe to say, however, that at least 50% of the candidates are successful, 
thus indicating that they are fully aware of what is before them when 
they sit for examinations. 

The time required for answering the questions is shown in connection 
with the papers themselves, and, though in one or two cases the time 
limit seems short, in the majority of cases it is in every way satisfactory, 
judging, of course, from the writer’s point of view. 


GENERAL ACCOUNTING 


QUESTION I 


A company issues $1,000,000.00 bonds (denomination $1,000.00 each), 
dated January 1, 1910, bearing interest at 5% and maturing January 1, 
1920. These bonds were sold at 80% of their par value. 

The mortgage provides for a sinking fund to be created by annual 
payments of $50,000.00, and at December 31, 1911, the balance sheet of 
the company, among other items, shows the following which relate to 
these transactions: 


On January 1, 1912, the trustee purchased 113 bonds out of the funds 
in his possession at $900.00 each, which were cancelled. 

State what entries should be made in respect to these transactions; 
also give your views as to the proper treatment of discount on bonds, 
both as to when they are purchased and cancelled, as in the foregoing, 
and when they are not redeemed until maturity. 


ANSWER TO QUESTION I 


Bonds are usually sold to or through some banking firm, or else to 
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a syndicate of bankers. The manner of their disposal depends upon 
the size of the bond issue, the condition of the money market, and the 
stability of the company itself. If the bonds are sold direct to the 
bankers a definite price is generally paid for them, say 80, 90, or more, as 
the case may be, and the bankers then sell them to the public or to 
other banks at a higher price, thereby netting a profit on the transaction. 
Sometimes the issuing company pays a commission to the bankers for 
disposing of its bond issue, or it may even sell them over its own 
counter. In any case there are certain heavy expenses incident to the 
issuing of bonds, either bond discount, commissions, advertising, or 
other expenses, and these expenses must be cared for on the books of 
the company. How shall it be done? The method may be determined 
by the stability of the company, though, of course, the directors have 
power to say what plan shall be used. 

If the company is financially strong, the entire expense of bond issue 
may be charged to profit and loss at once, or it may be divided over a 
period of two or three years; otherwise it is better to spread it over 
a longer time. It is common practice to amortize or spread such expense 
over the entire period for which the bonds are to run. In the case 
under consideration the annual charge would be $20,000, and it is 
evident from the terms of the question that this plan has been adopted. 
Sometimes the bond expense is capitalized, that is, charged up to plant 
account. This is not good practice if by so doing the property is in- 
creased above its true valuation. The discount is governed largely by 
the company’s stability, and the rate of interest which the bonds are to 
pay. It will be seen in the example given that the annual charge against 
revenue—interest and bond discount—is $70,000, or practically 7% on 
the entire bond issue. It is really nearer to 9% when computed on the 
actual proceeds realized, $800,000. If the discount were amortized ac- 
cording to compound interest formulae, a slightly different yearly amount 
would be charged off, but in the end like results would be obtained. 
Expenses other than bond discount should, of course, be considered as 
current charges. This will comprise, in addition to other items, annual 
commissions to the sinking fund trustee. 

The accompanying book entries show the manner of handling bona 
issues. Duplicating entries are omitted for brevity. The bond dis- 
count is to be spread equally over the entire ten years. The purchase 
of the company’s own bonds at 9o, after two years, reduces the dis- 
count by $100 on each bond, or $11,300 on the amount redeemed. This 
is credited to the Bond Discount account, leaving a balance of $148,700. 
The annual amount to be charged off hereafter is reduced to $185,875. 

The duties and powers of the sinking fund trustee are set forth in 
the trust deed, and the manner of handling such items as the one given 
in question is usually defined therein. While the trustee is serving the 
company and must necessarily co-operate in all matters within his 
province, yet he is the guardian of the rights of the bondholders and must 
sacredly fulfil the trust so imposed. The sinking fund requirements 
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generally specify that all bonds purchased by the trustee shall either be 
turned over to the company and be canceled or be kept alive in the 
sinking fund until maturity. They provide also, as a rule, for the 
purchase of a definite portion of the bonds at specified periods after a 
given date, at a stated price at or above par. The bonds to be purchased 
are either chosen by lot and called for redemption or else purchased 
in the open market at the best price obtainable. The margin of safety 
for remaining bondholders increases in proportion to the value of bonds 
redeemed by the company. 

No matter what price the bonds were sold for, they must be redeemed 
at par when due. When the trustee purchases bonds of his own company 
for investment they are held in the sinking fund until maturity and the 
interest coupons collected at regular periods. The interest so collected, 
in addition to the regular annual instalments to the fund, is reinvested 
by the trustee in the securities of his own company or of other approved 
corporations. Bonds purchased below par must, of course, be redeemed 
at par when due; therefore this provides an additional item of profit 
for the sinking fund. When the company’s own bonds are held, however, 
there is nothing gained by considering the discount as a profit, yet if 
the bonds are being written up to par on the company’s books then a 
like plan should be adopted by the trustee. It is well to keep the accounts 
of the company and of the trustee in harmony, though this is not com- 
pulsory. It is obvious that if bonds purchased below their face value 
are written up at par there will be a resulting profit or surplus when 
the bonds are taken over at maturity. Since the annual instalments of 
$50,000 in this example will not amount to the aggregate of the out- 
standing bonds at maturity, the trustee would be justified in demanding 
every item of profit obtainable for the benefit of the sinking fund. At 
maturity the outstanding bonds unprovided for will be funded or else 
paid out of current funds obtained by means of a temporary loan. 

It will be seen by the journal entries, that we have adjusted the Bond 
Discount account, and have taken over and canceled the redeemed bonds 
at the price paid by the trustee. This procedure seems advisable. Of 
course, $101,700 might have been paid over to the trustee in exchange 
therefor, but if such a course were followed and all of the bonds re- 
deemed through the sinking fund the trustee would have a large supply 
of cash on hand at maturity, but no outstanding bonds to pay. In such 
a case the cash would be turned back to the company and credited to 
Surplus account. Sometimes a sinking fund reserve is created out of 
profits, but it does not seem to be required in this example. The accounts 
affected by these transactions will appear on January 1, 1912, as follows: 


| 

| 

| | 

| 

| 

| 
> 
| 
| 

201 


The Journal of Accountancy 


ENTRIES ON THE ComPANY’s Books 


(1) At time of bond issue, January 1, 1910: 


For issue and sale of 1,000 first mortgage 
5% sinking fund bonds, at 80% of the 
par value. 


(2) At first interest payment, July 1, 1910, and each six months 
thereafter: 


For payment of bond coupons due today 
and payable at ——_—_——— Trust Company. 


(3) End of first year, December 31, 1910: 


20,000.00 


To close Bond Interest account. To write 
off one-tenth of the bond discount per 
order of the directors. 


(4) For deposit with sinking fund trustee: 


First deposit of $50,000 to the sinking fund, 
as per trust deed. 


(5) End of second year, December 31, 1911: 


20,000.00 


To close Bond Interest account for year. 
To write off one-tenth of original bond 
discount. 


(6) For sinking fund earnings during second year: 


$ 2,000.00 
To profit and loss (or income) $ 2,000.00 


For interest accumulations per report of 
the sinking fund trustee, the first instal- 
ment having earned $2,000. 


| 
| 
To first mortgage bonds ................ $1,000,000.00 iF 
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(7) Second deposit to sinking fund end of second year: 


Second deposit of cash with sinking fund 
trustee, per trust deed. 


(8) For redemption of bonds at 90, January 1, 1912: 


To trustee of sinking fund ............. $ 101,700.00 
Discount on bonds ........... 11,300.00 


Cancellation of 113 bonds purchased this 
day by the trustee at $900 each, out of 
funds in his possession. 


QUESTION 2 


Outline a simple classification of accounts for the operation of a 
blast furnace (pig iron), giving explanatory text under each account 
head, and suggesting a proper method for providing for the cost of 
relining a furnace; also show separately a grouping of the accounts in 
the order you would suggest to present a monthly statement of profit 
and loss. 


ANSWER TO QUESTION 2 


Pig iron consists of large bars of metal or iron after it is separated 
from the ore and other extraneous matter with which it is mixed when 
it comes from the mines. The ore is melted or boiled in a large furnace 
and the molten metal is then run off into molds at necessary periods. 
The large bars of iron thus molded are called pigs, the raw pig iron, 
and are ready for transportation to the iron foundries where they are 
put through further processes and made into different grades of iron. 
The blast furnace consists of a large cupola or furnace into which the 
ore, coke or coal, and limestone are thrown. The heat within the furnace 
is fanned by air drafts or blasts from the bottom usually forced in by 
ordinary revolving fans, and this force or blast often causes the flames 
to rise many feet above the top of the furnace, a sight which is familiar 
to persons who have seen blast furnaces in operation. 

The contents of the furnace, being raised to an intense heat by the 
combustion of the fuel, are brought into a softened state, the limestone 
parts with its carbonic acid, and, combining with the earthly ingredients 
ef the ironstone, forms with them a liquid slag, whilst the separated 
metallic particles, descending slowly through the furnace, are deoxidized 
and fused. In their passage they imbibe a portion of carbon, and at 
last settle down in the hearth, whence they are run off into pigs about 
every twelve hours, or oftener; the slag being lighter, floats upon the 
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surface of the liquid metal and is constantly flowing out over a notch 
in the dam-plate, level with the top of the hearth. 

The blast furnaces are strongly built to withstand the tremendous 
heat and pressure within. The lining is composed of fire brick and fire 
clay and requires replacement every two or three years. The blast 
furnace itself will last from ten to fifteen years or more, according to 
the strength of the structure. The furnace structure is usually from 
go to so feet high and in some cases even higher, and the capacity is 
anywhere fram 5,000 to 20,000 cubic feet or more. 


CLASSIFICATION OF ACCOUNTS 


Real Estate and Buildings 
Including the land, buildings and plant at the location of the blast 
furnaces, also provision for storing materials and pig iron. 


Ore Mines and Quarries 
Consisting of mines from which the iron ere is obtained, and the 
equipment. This might include also the limestone mines or quarries. 


Blast Furnaces and Equipment 
This includes the various blast furnaces and the equipment required 
in their operation. 


Employees’ Tenement Houses 
These belong to the company, but are rented to the workmen, the 
rent being either paid in cash or deducted from the pay envelopes. 


Ore on Hand 

This includes the ore as it is brought from the mines in its raw con- 
dition before going into the blast furnace. A fairly large stock is kept 
on hand at the furnaces. 


Coke and Coal on Hand 
This includes the supply of coal or coke, or both, required for use in 
the blast furnaces. It is the chief element required for fuel purposes. 


Limestone on Hand 

This supply of limestone is required for use in the furnaces. It is 
used with the ore and coke and is a valuable ingredient in the smelting 
process. It helps also to form a slag on the surface of the molten 
metal. Other lesser materials are frequently used also. 


Tools and Supplies 
This consists of the loose tools and supplies of various kinds used 
by the employees at the plant and furnaces. 
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Freight Inbound 

This includes the freight charges on ore, coke and limestone received 
from the mines and coke plants. It should be included as part of the 
cost of materials. 


Labor in Handling Materials 
This includes the pay roll of men at the mines and at the plant in 
connection with the handling of materials. ‘ 


Labor at Furnaces 


This includes the labor of men required in operating the blast fur- 
naces. 


Repairs and Maintenance 


This includes repairs of various kinds around the buildings, plant and 
furnaces. 


Light, Heat and Power 
This includes the expenses of light, heat and power around the plant, 
buildings and furnaces, including electric power expenses. 


Yard Expenses 


This includes the expense of switching cars and the transfer of 
materials and pig iron. 


Cost of Blowing 


This includes the expense attached to providing the air draft or blast 
used in fanning the furnaces. 


Laboratory Expenses 


This consists of expenses of the laboratory in experimenting, testing 
and examining materials, pig iron, etc. 


General Manufacturing Expenses 


This includes the general expense incurred around the plants and 
furnaces. 


Taxes and Insurance 

These include the general taxes and insurance charges at the plant. 
A division may be made as between manufacturing and administrative 
expenses if desired. 


Re-lining Blast Furnaces 

This consists of the expenditures connected with the blast furnaces 
which require re-lining every two or three years, as explained under 
Reserve account. 


Reserve for Re-lining Blast Furnaces 
The furnaces are lined with fire brick and fire clay and require re- 
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lining each two or three years. To provide for this a yearly reserve of 
about 25 cents per ton of output is set aside, thus equalizing the yearly 
manufacturing charge for this purpose. Outlays for re-lining the fur- 
naces, as shown in the preceding account, are charged against this 
Reserve account at the end of the year. While the fires are out other 
repairs are attended to also. 


Reserve for Depreciation 

This reserve is created to care for and replace buildings, plant and fur- 
naces. Annual appropriations are made to it from operating expenses 
in the usual way. 


Pig Iron Account 
This includes the pig iron on hand at the beginning of the year plus 
additional pig iron manufactured during the year. 


Sales of Pig Iron 
This includes the aggregate sales of pig iron from the blast furnaces, 


and it may include purchased pig iron also. 


General and Administrative Expenses 
These are shown in the accompanying grouping of accounts. 


Share and Bonded Capital 
These include the accounts for capital stock, outstanding bonds and 


mortgages. 


Surplus and Undivided Profits 
The surplus account and the undivided earnings. 


Current Asset Accounts 
cash, accounts notes etc. 
herpes to Gratien 
Including pay roll, interest, taxes, bond discount, insurance, etc. 


Current Liabilities 
Including accounts for accounts and notes payable, accrued pay roH, 
accrued charges, etc. 


Reserve Accounts 
Including reserve for re-lining blast furnace, depreciation, bad debts, 
workmen’s insurance, workingmen’s liability fund, sinking fund, etc. 


ARRANGEMENT OF Prorit AND Loss Account 
For the Operation of a Blast Furnace Manufacturing Pig Iron * 


* Additional accounts are frequently found in this business, and in some 
eases even fewer than shown herein. The above —— . of courae, be 
arranged and subdivided to meet individual needs or t the taste of the 
aeeountant. 
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Earnings 
Sales of pig iron. 
£ Sales of by-products, if any. 
Income from other sources. 
Rents received. 


Operating Expenses 
Materials used: 


Ore used ...... tons 
tons 
tons 
Limestone ...... tons 
Other materials and supplies. 
Labor charges: 


Labor operating furnaces. 

Other direct labor, if any 

Labor of handling materials (or add to material cost). 

Direct operating charges: 

Repairs and maintenance. 

Light, heat and power. 

Yard expenses and car service. 

Cost of blowing furnaces. 

Laboratory expenses. 

General furnace expenses. 

Taxes and insurance. 

Reserve for re-lining blast furnaces. 
| Reserve for depreciation. 
Royalties. 

Trading and selling expenses: 
Pig iron on hand first of year. 
| Pig iron manufactured, at cost. 
| Pig iron purchased, if any. 
Less inventories at end of year. 
Salaries and commissions, salesmen. 
Traveling expenses, salesmen. 
Advertising. 
General selling expenses. 
Discounts and allowances. 
General and administrative expenses : 
General office expenses. 
- Traveling expenses of directors. 
Depreciation of office equipment. 
Taxes and insurance. 
1s Stamps, telegrams, stationery. 
) Bad debts written off. 
Discount and interest. 
Interest on bonded debt. 
General repairs and maintenance. 
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Other expenses and charges. 
Federal corporation tax. 
Workmen’s liability fund. 
Net profit. 


QUESTION 3 


In a large manufacturing and trading corporation adequately organ- 
ized, describe fully the methods and procedure on which the disbursing 
officer bases his assurance that invoices about to be paid are correct in 


every respect. 
ANSWER TO QUESTION 3 


The disbursing officer has charge of the cash disbursements, all of 
which must have his approval before settlements can be made, except, 
perhaps, in the case of extraordinary or capital investments which usually 
require the approval of higher officials. He may be known as auditor, 
auditor of disbursements, disbursing officer, financial secretary, treasurer, 
or assistant treasurer. 

Before an invoice is paid, the disbursing officer must know whether 
the goods have actually been received, and if so whether they are in 
accordance with the purchase order in quantity, quality, price, etc. He, 
of course, depends upon others to supply him with this information. All 
of this necessitates a careful inspection of the goods by the receiving 
department, and a comparison with the original order by the purchasing 
department as to quantity, terms and prices. Extensions, discounts, due 
dates, departmental and account subdivisions, and general accuracy are 
looked after by the auditing or accounting department. Each invoice 
bears the signature of the persons making inspection and comparisons, 
so that the disbursing officer is assured that it is correct in every detail 
before payment is made. Sometimes the checkings and comparisons are 
made on copies of the purchase order and not on the invoices. If the 
voucher method is in use, each voucher will contain the signature of 
two or more persons who are authorized to pass upon invoices, as the 
purchasing officer, auditor or superintendent, and finally the signature 
of the treasurer to the voucher cheque. The cheque may even be coun- 
tersigned by another official. The original invoice, or a copy of the 
purchase order, may, if desired, be attached io the voucher for the 
information of the disbursing officer. The order of procedure may be 
summarized as follows: 

Requisition on purchasing agent for material by stores clerk. 

Purchasing agent places all orders for purchases. 

Purchase order may consist of the following: 

Original order, sent to vendor. 
Purchasing department duplicate. 
Receiving clerk’s duplicate. 
Stores clerk’s duplicate. 
Auditing department duplicate. 
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The purchasing department duplicate is kept on file under the name 
of the vendor, and all notations or correspondence noted thereon. It 
is used for checking the invoice when it arrives, and is then filed away 
for future reference. 

Receiving clerk’s duplicate. Is filed by the receiving clerk until the 
goods are received, then the items are checked against the copy, after 
which it is released to the purchasing agent. f 

Stores clerk. When the goods reach him he checks his copy as to 
quantity and quality, after inspection has been made, and enters the 
details on his stock cards. The copy may then be released to the pur- 
chasing agent. 

Auditor’s copy. The orders enable the auditing department to keep 
track of the obligations incurred so that due provision for finances may 
be made. This copy provides a check on all purchases, and enables the 
auditor to compare with the invoices or vouchers if desired. 

The purchasing agent is advised of the receipt of goods by return of 
the purchase order duplicates, duly checked, from the receiving clerk 
and the stores clerk. He then notes any changes, if necessary, and 
passes the invoice to the auditing or accounting department, having 
the following placed on by rubber stamp. 

Date invoice received. 

Date goods received. 

Price O. K.—(initials of inspector). 

Quality O. K.—(initials of inspector). 

Qantity O. K.—(initials of inspector). 

Charge. 

The invoice is checked as to extensions by the auditing department. 

Voucher is signed by the auditor. 

Payment is made by the disbursing officer. 


QUESTION 4 


You are instructed to examine and report upon the accounts of an 
electric lighting company in Upper Woodland, Pa., on behalf of a banker 
with a view to his purchasing and operating the property. 

The company supplies light and power to manufactories, the munici- 
pality, miscellaneous business establishments, residences, etc., under the 
usual varieties of contracts. 

(1) Describe fully the information usually required for a complete 
report. 

(2) Upon arriving on the field you find that the only records of the 
company’s financial operations are a bank account, a meter readings book, 
copies of bills rendered to consumers but no consumers’ ledger, miscellane- 
ous paid and unpaid bills for purchases and expenses, and capital stock 
books. The principal owner of the company being in the supply and contract- 
ing business has financed and constructed the property, but his opera- 
tions in respect of same have not been spread on the company’s accounts 
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with exception of partial payments on account, which appear in the 
bank account. Describe fully your procedure in procuring the necessary 


information for your report. 
ANSWER TO QUESTION 4 


This question is divided into two parts. The candidate is called upon 
to tell how he would conduct an examination of a business for the benefit 
of an intending purchaser, and to tell what information would usually 
be required for the completion of his report. The selection is that of an 
electric lighting company, thus necessitating the investigating of under- 
lying conditions peculiar to that particular industry. In answering the 
first part we will assume that the accounts and records of the company 
under examination are in order and available. 

I. Before purchasing the properties and franchise of the company, 
the banker is desirous of finding out whether or not the investment is a 
good one, and whether it will pay and continue to pay an adequate return 
upon the investment, and in addition to this enough to pay for the risk 
assumed and time spent in connection with the administration. The 
accountant is called upon to make a special examination of the books, 
accounts and records in order to supply the banker with all or part of 
the information desired, or at any rate with as much as can possibly be 
determined by such an examination. This should be supplemented by 
the report of engineers as to conditions that would not come within the 
accountant’s professional skill. The following information would, no 
doubt, be required and of course should be embodied in the accountant’s 
report, accompanied by suitable exhibits and statements as compiled from 
the books themselves. It will be noted that some of the points shown in 
the list could be supplied only by engineers and appraisers. 


Information Required for a Complete Report 

(1) A balance sheet showing the correct status of the company at 
the indicated time. 

(2) A statement of earnings and expenses for the past three or five 
years, showing the conditions for each year separately. This should 
include the gross and net earnings. 

(3) The average earnings, expenses, etc., for the period under con- 
sideration with percentage ratios indicating the net results as compared 
with sales, cost of production, etc. 

(4) Correct divisions of income from sales as between light and power 
according to the divisions mentioned; namely, manufactories, munici- 
palities, miscellaneous business establishments, residences, etc. 

(5) It would be advisable, if possible, to determine by the allocation 
of expenses to the separate divisions whether or not they are all profit- 
able, and, if not, whether the rate is too low or the expense of production 
too high. 

(6) Data as to the increase or decrease of business, or expenses, dur- 
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ing the period and whether or not the sales have been unduly inflated 
during the last year. 

(7) The aggregate current produced and the cost per unit of pro- 
duction (one kilowatt), also what part of it was sold for each of the 
various activities indicated. 

(8) The amount of authorized, subscribed, and paid up capital; also 
the extent of bond issues authorized and outstanding. In this connection 
the charter, by-laws, stock books, minute book, legality of bond issues, 
trust deed, etc., should be carefully examined. 

(9) The amount of general and administrative expenses in addition 
to the expenses of production, analyzed and accompanied by suggestions 
for the possible reduction of operating and general expenses. 

(10) The condition of the plant, equipment, lines, etc., and their pres- 
ent value by appraisement. 

(11) The terms of the various contracts for light and power and the 
time for which they are to run. It will be necessary to determine whether 
their tenure is for a time sufficiently long to justify profitable returns 
therefrom. Whether or not the contracts with municipalities call for 
free light or power should be clearly shown. 

(12) A report as to competition and the probability of contracts being 
renewed on favorable terms at maturity. 

(13) The conditions and life of the franchise under which the com- 
pany is conducting operations should have careful consideration. 

(14) Manner of generating power, whether by fuel or hydraulic, 
and whether or not the water power continues throughout the entire 
year. 

II. In answering the second part of the question we are concerned 
in determining the manner of procuring information necessary for the 
report. Let us assume that the report will contain the information just 
outlined if it can be obtained, but, if not, such information as can be 
secured from the records. It then becomes a matter of compiling data 
from various sources, including the records of the company and the 
private books of the principal owner. Between the two, no doubt all 
or most of the required data can be obtained, and all or part of the re- 
mainder from other sources, The following steps, though not necessarily 
in the order given, should be taken: 

(1) Determine from the meter readings book the aggregate amount 
of electricity manufactured. Divide it, if convenient, into the various 
divisions of light, power, etc., mentioned above. 

(2) Determine from the meter readings book and copies of bills ren- 
dered to consumers the amounts charged or chargeable to them. These 
should be computed and added at the sale price per unit in order to de- 
termine the aggregate sales of current during the period under review. 

(3) Determine cash receipts as follows: 

Aggregate of bank deposits per bank account. 

Bills for purchases and expenses paid in currency. 

Probable payments of currency for which no receipts are avail- 
able. 
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Advances by the proprietor for company purposes. 
Currency on hand undeposited. 

(4) Determine cash payments as follows: 

From bank account, being cheques canceled or outstanding. 
Comparison of paid bills and canceled cheques. 

From bills paid in currency. 

From payments advanced by the proprietor. 

From probable payments for which no receipts are available. 

(5) The amount of cash received from sales of electricity can be 
determined from receipted duplicates of bills to consumers, in case such 
receipted bills are not obtainable, then from the cash receipts compiled 
per above outline. Receipts from all known sources other than sales, 
as from sales of stock, advanced by the proprietor, etc., deducted from 
the aggregate receipts, will give the amount received from consumers. 

(6) To determine the true condition of consumers’ accounts, set up 
an account for each. From the duplicates of bills rendered, all charges 
to the various consumers can be entered up. . Presuming that these 
duplicates are canceled as each bill is paid, it is an easy matter to enter 
up the receipts from the various consumers. The bills unpaid can, of 
course, be easily obtained. 

(7) If the cash received from the consumers is not recorded on the 
duplicate bills as mentioned above, it will be necessary to compile the 
charges to consumers and submit statements to them for verification or 
alteration. By presenting their unpaid bills or other evidences of pay- 
ment it can be seen whether or not all bills have been paid. Letters 
might be sent to the consumers asking for their co-operation in arriving 
at the correct status of accounts receivable, and for their receipted bills. 

(8) Comparison of the unpaid bills will indicate the amount owing 
for purchases and expenses, all of which should be properly classified 
under operating expenses. Careful inquiry should be made for liabilities 
for which no bills have been received. 

(9) Paid bills on file will give the amount paid for purchases and 
expenses, which can also be classified. The bank book should be balanced 
and canceled cheques returned. Reference should be made to the cheque 
book record and canceled cheques for information regarding payments. 
If the bank account has been kept in the proprietor’s name, then his 
personal cheques should be examined in determining this information. 

(10) Current produced but not billed to consumers should be noted 
and listed as waste production. This should be considered in connection 
with future operations. 

(11) The capital stock account can be checked from the certificate 
book if certificates have been issued, from the subscription list if avail- 
able, from the bank deposits, and from vouchers supplied by stockholders 
who have paid. 

(12) An inventory of all properties and supplies should be made. 

(13) From the data compiled a statement of earnings and expendi- 
tures should be made, and a statement of assets and liabilities. 
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QUESTION 5 


What recommendations would you make for preventing fraud in the 
following departments of a bank: ; 
1. Depositors’ accounts. 
2. Loans. 
3. Revenue and Expense accounts. 
Discuss fully your recommendations and give the reasons in support 
of them. 


ANSWER TO QUESTION 5 


Fraud means an act or course of deception deliberately practised with 
the view of gaining a wrong or unfair advantage; deceit; trick; an 
artifice by which the right or interest of another is injured. (Century 
Dictionary.) 

When conducting an audit the auditor must be constantly on the 
watch to see that fraud or deception has not been practised, and, if it 
has, that it may be detected. Of course fraud or deception, stealing or 
embezzling may go on for some time in a bank before it is discovered, 
but there is little possibility of its being carried on to any considerable 
extent by an employee of the bank without the assistance of one or more 
of his coworkers, especially where proper supervision is maintained. In 
order to preclude the thought of wrong-doing from the minds of bank 
employees, the management should take every precaution to remove 
temptation from their path. This can be done in many ways, and 
especially by requiring constant changes of occupation among the staff. 
In other words, the internal check or regular bank routine may be so 
arranged as to forestall the possibility of going wrong. “An ounce of 
prevention is worth a pound of cure.” 

(1) Depositors’ accounts. Fraud in this department may be prevented 
in a number of ways. Duplicate ledgers may be kept by the different 
clerks working independently of each other, but this involves double 
work. The plan of changing ledgers from time to time is a good one. 
Under this plan the ledger keepers are changed from one ledger to another 
each month, and from six to ten months may intervene before a clerk 
gets back again to the ledger upon which he started. It is a well-known 
fact that speculations usually continue over a considerable time before 
they are detected; therefore this method of changing ledgers nips in 
the bud any plans that the ledger keeper may have had in respect to 
falsifying one or more accounts. Even in a small bank, where few 
ledgers are used, this plan of changing is commendable. The amount of 
deposits, withdrawals and balances should be compared every day with 
the general bookkeeper’s controlling accounts and with the figures of 
the receiving and paying tellers. The individual ledger keeper, since he 
does not handle cash, cannot benefit to any great extent by the falsifica- 
tion of accounts without working in harmony with the depositor; there- 
fore to prevent this from happening, his duties should be changed fre- 
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quently. A good plan is to render statements monthly to depositors, 
a practice which is now used quite largely among leading banks. At 
least one large bank in Philadelphia keeps duplicate accounts of de- 
positors made up by an entirely different force of clerks. This second 


set of accounts is contained on sheets which are torn out monthly and 


sent to depositors. This obviates the necessity of making a third copy 
at the time of balancing the pass books. In addition to the precautions 
mentioned, careful supervision should be exercised and regular audits 
maintained from time to time by independent accountants. 

(2) Loans. The department of loans is closely allied with the de- 
partment of depositors’ accounts. Indeed the bank’s loans usually have a 
corresponding entry in the accounts of depositors and any increase or 
decrease in the loan account is reflected in the individual deposits, but 
of course the deposits may be materially reduced without affecting the 
amount of loans. Much of the precaution, therefore, that has been 
advised in connection with the individual accounts for the prevention 
of fraud is applicable to the department of loans, and in any case a care- 
ful internal check and constant supervision are imperative. Ii possible, 
the plan of having each loan or discount pass through the hands of two 
or three persons prevents the possibility of collusion. For nearly every 
loan there is a corresponding credit to a depositor’s account, thereby 
necessitating in itself a double check in being handled by two departments. 
This, supplemented by the internal check already mentioned, should pre- 
vent the possibility of fraud. Care must be taken to see that all dis- 
counts of commercial paper are properly indorsed and contain the required 
number of names, also that they are genuine in every particular. In 
connection with collateral loans, care must be taken that the collateral 
is sufficient to cover the loan, that it is properly assigned to the bank, 
and that it is fully covered with a power of attorney to sell for the 
satisfaction of the loan in case of necessity. The securities received 
should be checked by two or more persons and finally placed in the 
custody of some responsible official other than those who keep records 
of loans. All loans and discounts should be made under the direction 
of the cashier of the bank, and a careful supervision should be kept over 
collateral securities. Frequent inspection of securities should be made 
by the directors or committee of directors and comparisons made with 
the register of loans and discounts. 

(3) Revenue and Expense accounts. To prevent fraud in these 
accounts is a matter of supervision for the purpose of preventing ex- 
cessive running expenses, poor loans, injudicious investments, etc. Con- 
siderable outlay may have been made for running expenses without due 
consideration of the rights of stockholders. Efficiency in management 
should be one of the prerequisites in the conduct of the bank’s affairs, 
and this involves the reduction of administrative expenses to a minimum. 
Care should be exercised in figuring interest and discount and in consid- 
ering accrued interest on loans and securities. The safe plan is to have 
all revenues in respect to interest, discount, collection, and exchange 
computed by at least two persons, and thus provide the double check 
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upon income. The sources of income from a bank are from interest 
and discount, collection and exchange, commissions, sale of bank drafts, 
etc. The expenditures are mostly for salaries, rent, interest, for collec- 
tion of paper, and the numerous other expenses incidental to any busi- 
ness undertaking. To audit the revenue and expense accounts of any 
concern necessitates an examination into the entire scheme of business, 
and to prevent fraud in connection therewith necessitates constant super- 
vision and care on the part of the bank officials, reinforced by occasional 
examinations of competent accountants. All outlays for salaries, ex- 
penses, etc., should be verified by at least two responsible officials. Careful 
scrutiny of the “over and short account” should also be a regular part 
of the routine of inspection. 


QUESTION 6 


(a) Outline the Revenue and Expense accounts of a life insurance 
company and their proper treatment at annual closing periods. 
(b) In the annual report of a life insurance company to the Insurance 
Department of Pennsylvania, what is comprised under the captions: 
“Non-Ledger Assets.” 
“Non-Ledger Liabilities.” 


ANSWER TO QUESTION 6 


(a) The life insurance company, being in the business of selling in- 
surance to individuals, derives most of its revenue from premiums paid 
on policies. The premium cannot all be taken as profit for the year 
in which it is received, however, since a required portion of it must 
be reserved each year so that at maturity or at the death of the insured 
there will be, according to averages, enough accumulated to settle the 
claim. As a result, after taking out the amount required by law to be 
set aside as reserves the balance is set aside as earnings. To this is 
added income from other sources as shown below. The expenses are 
listed as “disbursements,” and are deducted from the total income, re- 
sulting in the income or net profit of the company for the year. In the 
case of a “stock company” this net income belongs to the stockholders 
and may be taken out in dividends after providing an adequate amount 
of surplus. In a “mutual company” all profits belong to the policy holders 
and must be apportioned to the policies in force. This serves to reduce 
the annual premium, or it may be permitted to accumulate for the benefit 
of the insured. The net earnings then are credited to the various fund 
accounts for the benefit of policy holders, instead of being paid to 
stockholders as in the case of a stock company. 

The following outline of accounts has been copied, with some modifica- 
tions from the printed annual report required by the state of Pennsyl- 
vania. The report itself is not always in harmony with the accounts of 
the company’s ledger. It requires first of all the amount of paid up 
capital on net ledger assets at the beginning of the year, to which is 
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added the total increase for the year. From this total is deducted the _ 
total disbursements for the year, the resultant balance being the net | 
assets at the time of reporting. 


INCOME 


First year’s premiums (less re-insurance). 

Surrender values. 

Renewal premiums (less re-insurance). 

Interest on mortgage loans. 

Interest on collateral loans. 

Interest on bonds. 

Interest on premium notes, policy loans or liens. 
Interest on deposits, debts, etc. 

Rent received, including occupancy of own building. 
From other sources. 

Agents’ balances previously charged off. 

Profit on sale of properties and investments. 
Increase (if any) in book value of properties and investmeitts. 
Total income. 


DIsBURSEMENTS 


For death claims. 

Mutual endowments. 

Premium notes voided by lapse. 

Surrender values paid, or applied otherwise. 

Dividends paid, or applied otherwise. 

Expenses of investigating settlement of claims. 
Legal expenses. 

Paid for claims on supplementary contracts. 
Dividends and interest on above. 

Interest on dividends paid stockholders. 
Commissions to agents. 

Commuted renewal commissions. 
Compensation of managers and agents. 

Agency supervision and traveling expenses. 

Branch office expenses and salaries. 

Medical examiners’ fees and inspection of risks. 

Salaries and compensation at home office. 

Rent, including occupancy of own building. 

Advertising, printing, stationery, postage, telegraph, etc. . 
Furniture and fixtures. 

Repairs and expenses. 

Taxes on real estate. 

State taxes on premiums. 

Insurance department licenses and fees. 

Other licenses, fees and taxes. 
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Other disbursements. 
j Agents’ balances charged off. 

Loss in sale of properties and securities. 

Decrease (if any) in book value of properties and investments. 

Total disbursements. 

Balance, net income. 

(b) Non-ledger assets and liabilities are those that do not appear on 
the ledger at the time of reporting, and are as follows: 

Non-ledger assets: 

Interest due and accrued on mortgages. 
Interest due and accrued on bonds. 
Interest due and accrued on collateral loans. 

Interest due and accrued on premium notes, policy loans or liens. 

Interest due and accrued on other assets. 

Rents due and accrued on company’s property on lease. 

Total interest and rents due and accrued. 

Market value of real estate over book value. 

Market value (not including interest) bonds and stocks over book 

value. 

Due from other companies for losses or claims on policies of this 

company, re-insured. 

Gross premiums, on new and renewals, due and unreported on 

policies in force at time of report (less re-insurance premiums). 

Gross deferred premiums, new and renewals, on policies in force 

at date of report (less re-insurance premiums). 

Deduct “loading” charges from the last two. 

Non-ledger liabilities: 

Most of the liabilities of a life insurance company are non-ledger 
accounts, the largest of which are the reserves. Some of them 
are as follows: - 
| Insurance reserves, per actuarial department. 

Liabilities on policies canceled. 
Claims for death losses, not yet paid, etc. 
Accrued charges of various kinds. 
Accrued taxes, salaries, medical fees, etc. 
Commissions due, accrued. 
Advances by officers or others. 
Unapportioned surplus. 
Miscellaneous liabilities. 


¢ QUESTION 7 


You are retained by the prospective purchaser of a business to make 
an examination of the accounts covering a period of five years ended 
December 31, 1911. 

The vendor has furnished the following statements to the prospective 


purchaser : 
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Gross profits—yearly average $315,000.00 
Also balance sheet as follows: 
Assets : 
Accounts receivable 250,000.00 
Merchandise on hand as inventoried ............. 500,000.00 
Deferred charge for commissions due salesmen... 10,000.00 
Liabilities : 


You find from the books that the following items constitute the 
entries in the profit and loss account for the period: 


Gross Sales Selling Expenses 


Losses incurred through failure to collect sundry debtors’ accounts 
during the last three years, amounting to $15,000.00, $45,000.00, and 
$65,0000.00, respectively, were charged to the proprietor’s capital account. 

The terms under which the business is to be sold are based on the 
value of the net assets at December 31, 1911, plus an amount equivalent 
to one-half of the net profit for the five years. On this basis the vendors 
have asked for $737,500.00. 

Write such a report as you would submit to your client (using the 
figures and other information contained in this question), with the proper 


* Gradual reduction of administrative expenses effected by proprietor tak- 
ing smaller compensation for his own services each year. 
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exhibits and comments upon them as to features which would be of 
interest to your client as a purchaser of the business. 


ANSWER TO QUESTION 7 


This is an excellent question and replete with details. The statement 
of a going business has been given to a prospective purchaser, and the 
candidate is retained by him to make an examination of the accounts for 
five years in order to determine the present condition of the concern 
and its true earnings for the period under review. This special exam- 
ination or investigation is not an audit and does not necessarily include the 
usual details required in performing an audit. A careful review is 
required, however, of the sales, purchases, expenses, net earnings, etc., 
for the five years, and a careful analysis made of the results obtained. 
This information should be set forth for the benefit of the client in 
clearly prepared exhibits or statements, accompanied by an explanatory 
letter or report. The exhibits and report given herewith indicate how 
they should be prepared, but of course they may, if desired, contain more 
or fewer details. The wording of the report will depend largely upor 
the ideas and tastes of the accountant who makes it, but in any case full 
and detailed information must be supplied to the client. The report 
given could be improved, perhaps, by careful analysis of percentages 
and other items of comparative interest shown in the accompanying ex- 
hibit of earnings and expenses. The figures presented, however, exhibit 
information which the client may make use of for further deductions 
if desired, and any student sufficiently interested to do so could add 
materially to the information by making further analytical additions to 
th report. If desired, another exhibit might be made up showing the 
results as determined from the books before any adjustments are made. 


REPORT AFTER EXAMINATION OF BUSINESS 
Philadelphia, January 15, 1913. 


Mr. George W. Henderson, 
Philadelphia, Pennsylvania. 
Dear Sir: 

I have the honor of submitting the following information as the 
result of my examination into the condition and earnings of the business 
conducted by Mr. Jas. W. Bannermann. 

The results of my findings are set forth in the accompanying state- 
ments in conjunction with the details and explanations contained herein. 
The figures submitted by the vendors have been modified considerably, 
and I find that the purchase price based on the net assets plus one-half 
of the profits for the past five years should be $618,750.00, and not 
$737,500.00, as determined by him. The statements referred to are as 
follows: 
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Exhibit A—Adjusted balance sheet showing the assets and liabilities 
of Jas. W. Bannerman as on December 31, 1911. 

Exhibit B—Comparative statement of earnings and expenses for the 
five years ended December 31, IQII. 


Adjustment of Balance Sheet 

The net assets or net capital of the business has been reduced from 
$500,000, as given in his balance sheet, to $462,500.00 as per my Exhibit A 
shown herewith. The adjustments are as follows: 


Net capital of concern as submitted .......... Lskoabenbaseane $500,000.00 
From which deduct: 
of accounts receivable for possible bad debts. .$12,500.00 


erchandise inventory reduction ..............+... 25,000.00 
Net capital of firm ............. $462,500.00 


The remaining assets and the various liabilities I find to be as repre- 
sented. The expenses and net profits submitted by the vendor, however, 
have undergone considerable modification as you will see by the appended 
adjusted profit and loss statement, marked Exhibit B. 

The statement of average gross profits, expenses and net profits sub- 
mitted by Mr. Bannerman is not correct, and instead of there being an 
average net profit of $95,000, I find it to be only $62,500. I have carefully 
examined the books and accounts for the past five years and have set 
forth the entire data in the accompanying statement. The results may be 
summarized as follows: 


Summary of Business for Five Years 


Less expenses : 
572,500.00 Average 114,500.00 
Total expenses ............ $1,262,500.00 Average $ 252,500.00 
$ 312,500.00 Average $ 62,500.00 


The sales have continued without much fluctuation during the five 
years, thus indicating that the business is well established and enjoys a 
substantial patronage. This is worth considerable to you in your estimate 
of future earnings. The selling expenses have not varied to any great 
extent, but the general and administrative expenses have been gradually 


reduced from $100,000.00 in the first year to $60,000.00 in the fifth. The - 


yearly reductions were $5,000, $20,000, $25,000, $40,000 respectively. This 
reduction, however, is effected by Mr. Bannerman’s having taken smaller 
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compensation for his services each succeeding year. Yet, his drawings 
for salary represent a fair average during the period under consideration, 
and I am therefore allowing the results to stand as recorded. 

By an examination of the accompanying comparative statement, you 
will see the amount of sales, expenses and profits from year to year, 
and the resulting percentage rates in connection therewith, The need 
of an efficient credit system is apparent, from the fact that during the 
past three years $125,000.00 has been lost through failure to make collec- 
tions. This entire amount has been charged off to the proprietor’s capital 
account and therefore was not included in the statement of profits and 
expenses submitted by him. While this manner of disposing of said 
losses made no difference in his final net capital, yet the omission from 
the profit and loss account results in a false report of net earnings. 

In order to present a conservative statement, I have deducted 5% 
of the accounts receivable for possible losses in making collections, and 
have reduced the merchandise inventory by $25,000. Commissions owing 
to salesmen are carried among the assets as a deferred charge against 
sales. I find that these are allowed on orders, taken by salesmen to be 
filled during the coming year. 

Let us summarize the matter in a concrete form for final consideration. 
The terms of sale are on the basis of net assets as on December 31, 1911, 
plus one-half of the net profit for the five years. On this basis we have 
the following: 


Purchase Price of Business Determined 


Net profit of business 1907 to IQIT $312,500.00 


This amount of $618,750 is $118,750 below the price asked by the 
vendors, but for an established business such as this I feel that it is 
very conservative. If the purchase price were based upon the average 
net profits alone, their capitalization on a 10% basis would give a capital 
valuation of $625,000.00. On an 8% basis, $781,250. The true average 
of profits, however, has been considerably reduced because of the heavy 
losses in accounts receivable. 

In my judgment, this report and the accompanying exhibits set forth 
the true conditions of the business under consideration. 

Respectfully yours, 
R. J. Bennett, 
Certified Public Accountant. 


EXHIBIT A 
Apjustep BALANCE SHEET 
Of James W. Bannerman, as on December 31, 1911 


| 
| 
| 
| Accounts receivable .................$250,000.00 
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Less 5% for bad debts ............ 12,500.00 
237,500.00 
Bills receivable ........... 50,000.00 
Merchandise, inventoried ............ $500,000.00 
ST GeGuction 25,000.00 
475,000.00 
Deferred charges for commissions due 
10,000.00 
$792,500.00 
Liabilities— 
Accounts payable ............. $120,000.00 
Total liabilities ............. 330,000.00 
EXHIBIT B 


CoMPARATIVE STATEMENT SALES, EARNINGS AND EXPENSES FOR Five YEARS 
Envep Dec. 31, 
Of James W. Bannermann 


1907 1908 1909 1910 IQII Total 
Income 
$1,000,000 $900,000 $1,250,000 $1,000,000 $1,000,000 $5,150,000 
Ss: 
Cost of goods sold...... 650,000 600,000 925,000 700,000 700,000 
Gross profit 350,000 300,000 325,000 300,000 300,000 
35% 33.3% 26% 30% 30% 
Business expenditures 
Selling expenses ....... 175,000 125,000 160,000 115,000 115,000 690,000 

Ratio to sales ........ 17.5% 13.8% 128% 11.5% 11.5% 13.3% 
Administrative and gen- 

eral expenses ......... 100,000 95,000 80,000 75,000 60,000 410,000 

Ratio to sales ........ 10% 10.5% 6.4% 7.5% 6% 7.9% 
Bad debts written off to 

proprietor’s account .. 15,000 45,000 65,000 125,000 
Reserve for bad debts 5% 

12,500 12,500 
Inventory reduction .... 25,000 25,000 
Total expenses ......... 275,000 220,000 255,000 235,000 277,500 1,262,500 

Ratio to sales......... 27.5% 24.4% 20.4% 23.5% 27.75% 24.5% 
75,000 80,000 70,000 65,000 22,500 312, 

Ratio to sales ........ 7.5% 8.8% 5.6% 6.5% 2.25% 6% 
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Summary of Five Years 


3,575,000.00 Average 715,000.00 

1,262,500.00 Average 252,500.00 

Question 8 


Describe methods for determining on behalf of the insurance com- 
panies the value of a stock of merchandise on hand at the date of a loss by 
fire in a trading establishment under each of the following conditions: 


1. Where inventories are taken but once a year at the annual closing 
of the books ; 
2. Where a card or loose-leaf record is kept of quantities only of 
each article; 
3. Where monthly book inventories are arrived at by extending 
cost of sales in the sales records. 
What special considerations would there be to which your attention 
should be directed before arriving at your conclusion? 


ANSWER To QuEsTION 8 


(1) From the books get the stock inventory at the commencement of 
the fiscal year, add thereto the total purchases subsequent to that date 
from the purchase ledger or records, if any, and otherwise as far as pos- 
sible from the invoices paid and unpaid to be found; deduct therefrom the 
sales at the average cost as shown from the records of the present or 
previous year’s business, the difference represents the amount of goods 
destroyed. If the stock is not an entire loss, check up the results where 
possible by a physical inventory and consider the amount of damage to it. 

(2) If the card or loose-leaf ledger is a continuous inventory it 
would be evidence of quantities on hand, and the prices could be deter- 
mined largely from the invoices, or in their absence by reference to the 
general market values. Adjustments would have to be made to allow 
for the recent arrivals or deliveries not recorded upon the cards, but 
which could be determined by the invoices and by the charges in the 
respective books. In other respects proceed as in No. I. 

(3) A monthly inventory would bring the stock on hand up very 
nearly to the date of the fire, and only the subsequent purchases need 
to be added and the subsequent sales deducted at the cost price of course. 
It is necessary, however, to verify the accuracy of the computations as 
well as of the prices used for listing cost prices. 
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In any of the above the following considerations should be given 
attention : 

Is the stock over-insured or under-insured? 

Was a large or unwarranted purchase of stock made just previous 
to the fire? 

The method and accuracy of the accounting system in use. 

The co-insurance clause, which has a tendency to make the claim- 
ant under-value his stock if he has not been carrying enough 
insurance. 

The question of omissions in purchases, i. ¢., invoices received and 
credited, but not delivered, and sales—goods recently sent out, 
but not charged. 

Probably the point of greatest importance is the standing and repu- 
tation of the insured. 

Were any of the goods merely the property of others in care of 
the insured? 

Is freight duty and incoming burden included in the cost values? 

Other conditions might, of course, arise that would require special 
consideration. It is often advisable to check up a few of the larger 
purchases and sales, both as to quantities and price, by referring to the 
houses from whom the purchases were made and to the customers of 
more recent sales; the correctness of such transactions being a fair 
indication of the general accuracy of the accounts. 


Question 9 
You are called upon to close the books of a contractor in a building 


operation. Describe fully and specifically what you would take into 
consideration in the closing of the said books. 


ANSWER To QUESTION 9 


The contractor may contract to erect a group of houses or buildings, 
or to construct a skyscraper or other large structure. He may even have 
several operations or contracts in progress at the same time, all of which 
must of course be considered at the time of closing the books. It is his 
business to construct the building according to plans and specifications, 
for which he receives compensation as per agreement entered into when 
the contract was consummated. Before final payment is made, how- 
ever, it is customary for a close inspection of the completed operation 
to be made by the architects, engineers or inspectors, in order to see 
that it is substantially built, in every way up to contract requirements, 
and in compliance with city requirements. Of course, the conditions 
applicable to the contract are clearly set forth in the written document, 
which may call for an entirely complete, adequately equipped, properly 
furnished building, or perhaps only for a part thereof. In any case the 
bookkeeping principles are the same. The agreement frequently specifies 
that the contract must be completed by a given date, otherwise a forfeit 
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is to be made for each day of delay thereafter. On the other hand, 
the contract provides for possible delay on account of striking workmen, 
and other contingencies. Sometimes the contractor is required to furnish 
all materials and supplies, while at others they are to be supplied. The 
price to be received may be a given amount payable at certain stages of 
the work or upon its completion, or else a given profit over and above the 
outlay in connection with the contract. 

Where the contracts are small and fully completed, or nearly so, at 
the end of a fiscal year there is little or no trouble to contend with. In 
that case it is well to take profit on only completed contracts, while those 
in progress should be taken at the process cost at the date of closing. 
In connection with contracts which extend over more than one fiscal 
period greater complications arise. Materials and supplies must be fur- 
nished, equipment and tools must be purchased and maintained, skilled 
and unskilled help must be obtained and paid off at regular intervals, 
salaries must be paid to the officials, and reasonable dividends should be 
paid to the stockholders. 

If subcontracts are given, these in turn must receive advances at 
stated or reasonable periods. All of this naturally brings up the matter 
of payment. If the contractor has sufficient working capital to justify 
his deferring settlement until the entire structure is completed, that 
might be done to advantage, but such is not always the case. In large 
contracts, such as the one under consideration, payments on account are 
generally provided for, specific sums being payable at different stages of 
the work. 

The following are illustrative: 


When foundations are completed the sum of .............. .. §—--—_— 
When steel frame work is erected to 4th floor the sum of..... — 
When steel frame work is entirely completed the sum of ..... 

Etc., ete., ete. 


Before payment is made to the contractor a careful inspection is gen- 
erally made by the engineers to see that the portion completed is satis- 
factory. The amounts received from time to time by the contractor are, 
of course, considered as advances on the contract price, but they are 
usually, as a matter of precaution, considerably under the amount earned 
at the time. On the assumption that the amounts already received are 
on a conservative basis, it might be considered reasonable to take the 
aggregate amount thus received as the earnings to date. As the bills 
for work completed are made out by the contractor, an entry is made 
debiting the person to whom the account is billed and crediting the con- 
tract account. If, at the end of the year, a considerable time has elapsed 
since the last payment on account, it is apparent that additional earnings 
will have been made that are not yet entered. Credit should be taken 
for the portion earned. In closing the books it is advisable to use pre- 
caution in taking credit for earnings. It is better to be conservative than 
to overstate the profits at any given date. In determining the net profit, 
it is, of course, necessary to charge up against the earnings the various 
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costs of material, structural work, supplies, labor, etc., and the various 
operating and administrative expenses. The amounts paid or due to sub- 
contractors must also be carefully considered in preparing statements. 


Considerations in Closing the Books of a Contractor: 

Earnings. Credit may be taken for a portion of the earnings on work 
in progress. If, for example, one-half of the entire contract is completed 
it would be safe to take credit for not more than one-third of the entire 
contract price, or even less. This presupposes a long time contract. 

Materials and Supplies. The contract should be charged with the 
cost value of all materials and supplies used up to the date of closing. 
Incoming freight and trucking should be included in the cost. 

Labor Charges. This will include the wages paid and accrued to 
workmen engaged in the operation to the date of closing. 

Depreciation. This includes the depreciation of plant and equipment 
at the rate decided upon. If the equipment is rented the rental price paid 
and accrued must be included. 

Fire Insurance. The contractor may be required to protect the owner 
against fire loss during the period of construction and until the building 
is turned over to him. Premiums paid must be considered, and credit 
taken for the portion prepaid. 

Indemnity Bond. The contractor is frequently required to furnish 
bond to the owner guaranteeing faithful performance of the contract. 
The premium used and prepaid should be considered. 

Liability Insurance. This is insurance against accidents during the 
process of construction and should be considered in closing. It is fre- 
quently adjusted on the basis of the pay roll. Prepaid premium should 
be considered. 

Administrative Expenses. These should, of course, be considered and 
charged against earnings. If different contracts are under construction, 
the expenses must be pro rated. 


QUESTION 10 


Write fully your mode of procedure in making an audit of a munici- 
pality. Give full particulars, with an illustration, using your own figures. 


ANSWER TO QUESTION 10 


Municipality means a borough, town, or city incorporated by the state 
and enjoying self-government. A small city will be used as an illustration 
in answering this question. 

In performing an audit of a city, the auditor must take conditions as 
he finds them, and proceed accordingly. Writers on the subject of 
municipal accounting, auditing, etc., too frequently select the ideal as a 
basis for formulating outlines and rules of procedure, but actual expe- 
rience shows us that few municipalities have up-to-date accountancy 
systems. Even the larger cities are not all exempt from the charge of 
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dereliction in this respect. In most small cities a record is kept only 
of cash receipts and disbursements, and little or no notice taken of 
assets and liabilities or of accrued charges. And even in cases where a 
balance sheet is made, many accrued items are omitted and no attempt 
made to place a systematic valuation upon real and personal properties 
belonging to the municipality. 

The business of a city is to conduct its affairs through its duly elected 
officers in a way that will provide the greatest degree of convenience, 
comfort and good to its citizens. The city is owned and its affairs 
operated by the citizens thereof, and they have the right under the 
charter to govern themselves so long as their manner of conduct and 
plans of administration are in harmony with existing laws and public 
welfare. To provide funds for the city’s needs and to carry on its various 
activities the citizens thereof must contribute; therefore the revenue for 
this purpose is raised largely in the form of taxes. The tax is levied on 
either real or personal property, or both, in accordance with its assessed 
valuation, and sometimes special assessments are levied upon particular 
individuals who have been benefited. Additional income is also provided 
in most cases other than through taxation, as shown below: 


The Sources of Revenue of a City 
Taxes on real and personal properties, and polls. 
Special assessments. 
Licenses—liquor, mercantile, dog, etc. 
Excise taxes. 


Market fees and rents. 

Tolls and fees. 

Court fines, fees and penalties. 

Water and light rates. 

Interest on funds, loans, investments, etc. 

Sale of old materials. 

Public service enterprises. 

Other sources of revenue. 

Such income as has already been collected by the municipality at the 
date of the audit will be included in the cash receipts, and of course the 
remainder should be carried in the assets as unpaid or delinquent taxes, 
accrued revenues, etc. On the other hand, the various expenditures will 
be shown under cash disbursements and can be checked through the cash 
book. Unpaid bills and unused appropriations are shown among the 
liabilities. The various expenditures may be summarized as follows: 


Classification of Expenditures of a City 
City government, salaries, expenses, etc. 
Protection of life and property, police, fire departments, etc. 
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Health conservation and sanitation, street cleaning, sewage, hospitals, 
etc. 

Highways, streets, bridges, grading, lighting, sprinkling, improvements, 
etc. 

Charities and corrections, poor, children, insane, reformatories, prison, 
etc. 

Education, schools, libraries, museums, etc. 

Recreation, parks and gardens, baths, entertainments, etc. 

Public service enterprises, markets, docks, ferries, cemeteries, water 
supply systems, etc. 

Expenses for invested funds. 

Interest of various kinds. 

Miscellaneous, including expenses of trust funds, etc., etc. 


Conducting the Audit 

In conducting an audit of a municipality the auditor should familiarize 
himself with the charter provisions and requirements, and to some extent 
at least with the most important city ordinances in order to note whether 
the requirements with which he is most particularly concerned are being 
carried out as directed. He must also “get acquainted” with the various 
departments and subdivisions of the corporation, and with its methods 
of doing business, keeping records, making reports, passing upon cash 
disbursements, etc. The duties of employees and heads of departments 
should be noted. If there is a well regulated internal check on the 
departmental business, the auditor is not compelled to scrutinize as care- 
fully, perhaps, as would be necessary under less favorable conditions. 
The budget or estimate of income and expenditures for the succeeding 
year, when finally adopted by the council, is used as a basis for regulating 
the tax levy, which consists of a certain rate on the assessed value of 
taxable property. Appropriations of this income are, of course, made 
to the various departments and activities and must be so recorded in the 
accounts of the city, kept either by the treasurer, city clerk, auditor, or 
comptroller. 


The income from taxes being the chief item of revenue the auditor 
must see, by checking with the tax receiver’s records, that it has actually 
been received or is shown as taxes receivable or delinquent taxes. In 
any case a careful verification is required. Penalties attached to past 
due taxes should be examined to see whether or not they are being prop- 
erly enforced in making collections. 


Special assessments should be examined into in order to note whether 
all of their provisions are being carried out as to payments of principal, 
interest and penalties. Assessments not paid should be included in the 
assets. 

The various items of income from licenses, rents, franchises, permits, 
fees, tolls, interest, etc, should be carefully checked with the receipt 
books of the receiving clerks in order to determine whether all collec- 
tions are being made as required, and, if not, what provision has been 
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made for their collection. The auditor should note whether all moneys 
received are duly accounted for by the city treasurer. 

All accrued or outstanding assets should be carefully audited and 
compared with the statements of income and assets. 


In the audit of expenditures care must be exercised to see that they 
are all duly authorized by the proper officials. Of course all vouchers 
should be approved and passed upon by the heads of departments where 
they originate. Payments are usually authorized by the city councih 
or by a finance committee, or by directors of departments, and in each 
case an order or warrant must be supplied by the treasurer as authority 
for each payment. In any case, no matter what the payment is for, it 
must first have been duly passed upon and approved by the properly 
constituted authority, otherwise the auditor should inquire into its validity. 
In a careful audit all items of income and outgo should be examined, 
and for all disbursements there should be vouchers or cheques upon 
which the auditor should place his stamp or some canceling identifying 
mark to prevent its being used a second time. 


The board of examiners has asked for full particulars and an illus- 
tration in answering this question. I have already given particulars re- 
garding the revenue and expenditures of a city, but to provide an illus- 
tration it would be necessary to assume amounts. This would include 
the budget and its appropriation to the various funds or departments, 
and then the assumption of receipts and disbursements for the year. In- 
stead of doing all of this, the accompanying statement of assets and 
liabilities is intended to supply the figures asked for to complete the 
illustration. 


The Audit of Assets and Liabilities 


The accompanying balance sheet * has been taken from the statement 
of a small city and a few alterations made in it to meet conditions. In 
addition to the audit of income and expenditures the auditor must care- 
fully examine all of the assets and liabilities in order to satisfy himself 
that the assets are as represented and that the liabilities are all included. 
Fixed assets can be taken at their appraised value in case any valuation 
has been placed upon them, but deeds of the same should be seen. Many 
of the smaller cities make no attempt whatever to inventory properties 
on hand or to take into account current assets and liabilities, other than 
possibly cash on hand, loans, taxes receivable, stores, assessments, securi- 
ties, bonded debt, and trust funds. Certified inventories should be required 
of all stores and supplies on hand, and the accuracy of prices and e¢x- 
tensions verified. Cash should be proven by comparison with the cash 
drawers and bank accounts. Certificates of balances should be secured 
from depositories. Cash in the treasurer’s office should be verified by 
actual count, also cash in the hands of the receiver of taxes, collectors 
of delinquent taxes, and other accounts, etc. The entire cash receipts 
and payments for the year are, of course, to be audited, and the receipts 


* This balance sheet will appear in the April number of The Journal. 
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and deliveries of supplies should be examined with equal care. Tem- 
porary loans, assessments receivable, securities on hand, bonds and other 
evidences of loans outstanding should all be carefully verified by actual 
inspection. If the books do not include current accounts receivable and 
payable, these should by all means be considered in making the balance 
sheet. Vouchers audited and unaudited, warrants payable, etc., should 
be verified. The bonded indebtedness and all funds held by the sinking 
fund trustees, as well as the special trusts in the hands of the city, should 
be subjected to careful scrutiny, and fully verified with recorded deeds, 
ordinances granting temporary loans, etc. 

The auditor’s report, which accompanies the various exhibits and 
schedules, is usually fairly brief and makes reference to the main con- 
siderations that are to be brought to the attention of the council or the 
mayor, or to whomever he makes his report. It may or may not con- 
tain recommendations to the councils. The various exhibits are referred to 
as “Exhibit A,” “Exhibit B,” etc., and they are usually accompanied by the 
supporting schedules giving details. 
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